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I. Developments in Accounting Procedure
Introductory Remarks
By George D. Bailey, Michigan
Chairman, Committee on Accounting Procedure,
American Institute of Accountants

The time allotted to this pre
sentation of accounting topics is
. brief and I will limit my open
ing remarks to a few comments essen
tial to an appraisal of the program
as a whole.
The men who are to present papers
to you are members of the Institute’s
committee on accounting procedure.
They will deal with subjects that have
been before the committee or are before
it now in a more or less active state.
In some cases you will note a presen
tation that deals with the various points
of view which have been considered
by the committee, in some cases per
haps an indication of the trend of
thought within the committee, and in
others the development only of the
point of view of the speaker, or of
one phase of the general problem.
Please remember that it takes a twothirds vote of the committee to author

ize a bulletin, and that presentations
such as these prior to that time may
be preliminary, or merely personal.
Second, let me point out that the
type of program selected for this meet
ing was deliberately chosen by the
program committee. They chose to
have a short presentation of a number
of subjects rather than a more ex
haustive presentation of a few. I be
lieve you will agree when this is over
that the time limit of ten minutes to
a paper has worked out well, and has
permitted papers that have stimulated
your thinking and your questions. The
session tomorrow afternoon should give
opportunity for further development of
these, and other subjects.
In the interest, of saving time, I will
not introduce these speakers in the
style to which they are entitled, and
instead refer you to data which has
been distributed through the room.

Goodwill and Its Disposition
By Charles S. Rockey, Pennsylvania
Member, Committee on Accounting Procedure,

American Institute of Accountants

N December 1944 the Institute’s and type (b), those having no such
committee on accounting proced limited term of existence.
Important questions arise in the ac
ure issued its Accounting Research
for intangibles involving basic
Bulletin No. 24, dealing with accountcounting

ing for intangible assets purchased or accounting principles of balance sheet
acquired at a specified price or consid presentation and income determina
eration. The committee referred to in tion.
tangibles as—type (a), those having a
Carrying Value
term of existence limited by law, regu
lation, or agreement, or by their nature;
Intangibles which have no limited

I
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term of existence, such as goodwill, are
stated at nothing, or a dollar, or cost,
or some other basis, as balance sheet
practice has been most inconsistent.
The treatment of intangibles appears to
have been determined very largely by
the financial policies of companies rath
er than by accounting theory.
The committee stated in Bulletin No.
24 that the initial carrying value of all
types of intangibles should be cost, to
follow the same principle it has taken
for tangible assets.

of the companies had little, if any,
value. Subsequently, the value of such
intangibles may have been demon
strated in amounts many times the
cost thereof.
However, it may become reasonably
evident that the term of existence of
class B intangibles has become limited
or the intangibles have become worth
less. In the former event, the cost
should be amortized by systematic
charges in the income statement; or, if
such charges would result in distortion
of the income statement, a partial write
down may be made by a charge to
earned surplus and the balance amor
tized. If the intangible is deemed to
be worthless, a charge should be made
either in the income statement or to
earned surplus, depending on which is
most appropriate under the circum
stances.

Amortization

Bulletin No. 24 places a responsi
bility on accountants to be certain that
management properly accounts for the
intangibles placed in their care, and
the committee on accounting procedure
pointed out that changes in general
economic conditions and changes affect
ing the business of a particular com
pany may have an important effect on
the value, at a given time, of its in
tangibles. The committee further rec
ognized the difficulty of determining
whether adverse changes are temporary
of permanent.
There has not been in the past and
there is not today any difference of
opinion with regard to the proper ac
counting treatment of intangibles hav
ing a limited term of existence. There
is general agreement that the cost of
such intangibles should be amortized
by systematic charges in the income
statement over the period benefited, as
in the case of other assets having a
limited period of usefulness.

Discretionary Amortization of Intangi
bles or Write-Offs Where There Is
No Evidence of Loss of Value
If a corporation decides, in view of
the uncertainties of business, to pro
vide, by reasonable and systematic
charges in the income statement, for a
decline in the value of type (b) in
tangibles which has not become mani
fest, Bulletin No. 24 states such pro
cedure is permissible but not obliga
tory, and the facts should be fully dis
closed in the financial statements.
The bulletin suggests that where the
intangibles involved are important in
come-producing factors and are being
currently maintained, the period of
amortization should be fairly long.
It appears that the insistence of gov
ernmental regulatory bodies on the
write-off or amortization of intangibles,
such as goodwill, has resulted in a num
ber of corporations making such write
offs. Many companies which, during
recent years, wrote off the cost of good
will were prosperous at the time of such
write-offs, with the result that the asset
written off may have had value many
times cost. It is obvious that the more

Partial Loss or Worthlessness
There have been many cases in the
past in which purchased intangibles,
such as goodwill, have been carried as
assets after the term of existence of
such intangibles had become limited
or worthless. On the other hand, cases
may be cited of companies, the princi
pal assets of which were intangibles,
going through a period of such reverses
that it appeared the intangible assets
2
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no event would it
* be permissible to
charge capital surplus.
It was further stated that the pro
cedure proposed would evade such
charges to income and as a result there
would be an overstatement of income
and earned surplus and an understate
ment of capital.
Although the Commission has
adopted no general rule as to the amor
tization of goodwill, administratively
charge-offs of goodwill have been en
couraged under certain circumstances.
The SEC appears to take the position
that as depreciation is not avoided be
cause fixed assets, for instance, have in
creased in value; so, therefore, the mat
ter of depreciating goodwill is a matter
of amortizing cost as distinguished
from value.
In conclusion, it appears that Bul
letin No. 24 should: first, stop the prac
tice of long standing of not recording
full cost at time of acquisition and
subsequent additions thereto for in
tangible assets; secondly, discourage,
where there is no evident loss of value,
the write-offs of purchased intangibles,
especially if proposed to be made
against capital surplus.

successful a company may be and the
greater the real value of its goodwill,
the larger are the earnings and earned
surplus against which such write-offs
may be made.
The Institute committee stated its
belief that the elimination of type (b)
intangibles, when the value of such
asset is unimpaired, by writing them
off against existing surplus should be
discouraged, especially if it is pro
posed that such write-off be effected
by charges to capital surplus. However,
the committee did not feel warranted to
recommend at that time the adoption
of a rule to prohibit such disposition.
In January 1945 the Securities and
Exchange Commission issued Release
No. 50 in its Accounting Series, in
which the chief accountant for the
Commission considered a case in which
goodwill was purchased for cash and
it was proposed to write off such asset
by a charge to capital surplus. His
opinion stated that the proposed charge
was contrary to sound accounting prin
ciples and that if the goodwill involved
is or were to be worthless, it would be
necessary to write it off preferably
through timely charges to income. In

Accounting for Income Taxes
By Anson Herrick, California
Member, Committee on Accounting Procedure,
American Institute of Accountans

of accounting for Exchange Commission. In that release,
income taxes naturally brings the Commission objected to one of the
to mind Accounting Research two alternative procedures proposed by
Bulletin No. 23, issued nearly two years
the bulletin to meet a particular situa
ago. The procedures proposed by that tion and this led to a first impression
bulletin seem to have become gener that the Commission opposed the entire
ally accepted but I have found a suffi bulletin. However, analysis of the re
cient number of published statements lease made it evident that the Commis
which have not followed its require sion, by accepting the alternate pro
ments to make it evident that such cedure which accomplished equally the
acceptance is not yet universal. Further, end sought by the bulletin, had reached
the acceptability became temporarily conclusions basically in accord with
clouded by Accounting Series Release those of the committee on accounting
No. 53, issued by the Securities and procedure,
ny discussion

A
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The acceptance of the procedures set
forth by Bulletin No. 23 to meet the
situations with which it deals has been
sufficient to make repetitious any sup
porting argument. However, the com
mittee’s view that “income taxes are
an expense” appears to be quite con
troversial and, incidentally, is one with
which the chief accountant of the Se
curities and Exchange Commission in
formally has indicated considerable
reservation. Consequently, it will not
be amiss to point out that the pro
cedures recommended by Bulletin No.
23 do not rest upon that view alone
and that, while the acceptance of that
view may facilitate, it is not necessary
to, the acceptance of the particular
procedures recommended.
*
While I personally subscribe to the
committee’s view, I do not think the
question of sufficient importance to
warrant argument. If the view be taken
that income taxes are a “sharing of
earnings” it still would be essential
to show the amount to be distributed
in proper relation to the earnings re
flected by the income statement. Such
a view, from the standpoint of the ac
counting requirements, places the gov
ernment in a position comparable to
that of an executive having a special
profit-sharing contract the provisions
of which contemplate a basis for the
computation of profits to be shared
differing from that adopted by the
corporation for the determination of
its annual income. Such a contract
might contemplate that sales profits to
be shared were to be determined only
upon the collection of related accounts
receivable. In that event there would
be a clear necessity for an accrual of
the profit to be distributed upon such
collection.
I doubt that in such a circumstance
any accountant, would approve an in
come statement or the related balance
sheet which excluded such an accrual.

How then, even though income taxes
are considered as profits shared, can
we accept as proper an income state
ment which includes income which,
due to statutory provisions, will not
be taxed until later, or a balance sheet
which excludes the liability therefor?
Surely the contingency that tax rates
when the income will be taxed may be
different is not a sufficient uncertainty
to justify the omission. The existing
carry-back and carry-forward provision
of the taxing act makes even less prob
able that no tax will be paid because
the item will affect the tax refund
computation in a year of loss.
The practice, and the Securities and
Exchange Commission requirement, of
a separate showing of taxes measured
by income seems to have developed
the idea that the amount of taxes cur
rently to be paid is something sacro
sanct. I believe that, except as informa
tive notation, there is no more require
ment for always making the amount
of taxes currently payable, as opposed
to the applicable tax cost, an item of
the income account than there is to
require that the income account show
rental payments, royalty payments, or
interest payments which are not ap
plicable to the particular income ac
count. The situation would be clari
fied, I feel, if income taxes were always
thought of in terms of a “tax cost”
rather than as taxes payable. There
is no sound reason why we should not
recognize the requirement of an in
clusion within the tax cost of a year
of the prospective taxes on income
which is untaxed when taken up in the
income statement but which will be
taxed in the future. Similarly, I know
of no sound reason why we should not
consider as a deferred charge taxes
paid upon taxable income excluded
from the statement either through a
deferring of an income item for pur
poses of the income statement or
through a charge to create a reserve
the expenditures against which will
be a matter of future tax effect. It

*See letter of Carman G. Blough at page 151
of Vol. 79 (Feb. 1945) of The Journal of
Accountancy.
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should be obvious that to do other will operate to increase the stated in
wise too frequently would result in a comes of the years during which the
clear failure to match properly cost costs for which the reserves had been
against income which is one of the created are incurred or the written
main objectives of sound accounting. down property is sold. The importance
Bulletin No. 23 did not purport to of this is increased by recognition that
cover the entire subject of the treat in the establishment of reserves for
ment of income taxes in financial estimated accrued costs, or in the tim
statements. Among the situations not ing of property write downs, judgment
considered are the following:
of management must be the determin
ing factor with the consequence that
(1) Where the income account in
cludes charges which are not de an absence of a proper computation of
ductible for purposes of taxation tax cost opens the door to profit manip
other than where the non-deduc ulation, to the end that income of
tion is due to the items having a year will be deferred to future
periods. Accordingly, I believe that
been deducted in a prior year.
(2) Where the income account in where the income account includes
cludes credits for unused reserves, such charges, the effect of which will
the earlier charges to provide be to reduce by significant amounts
which were not deductible.
the taxes payable in future years, that
(3) Where the income account in part of the tax paid which is equal
cludes income upon which taxes to the lesser of (1) the tax paid due
had been paid in the past.
to the non-deduction of the charges
(4) Where income deferred because or (2) the estimated reduction of fu
applicable to a future period is ture taxes, should be treated as a de
taxed in the year of its receipt.
ferred charge to be amortized as an
(5) Where the allocation of taxes additional tax cost of the years during
against several sources of income which the expenditures against the re
may be desirable.
serves are incurred or the prospective
These are appropriate of consideration losses are realized. This suggestion of
at this time and, as they have not been treating a part of a tax payment as
the subject of committee pronounce a deferred charge may seem radical.
ment, what I will say is to be taken But is the propriety any more to be
only as an expression of my own views. questioned than the propriety of de
Situations in which the income ac ferring an advance payment of rent
count includes charges which are not or, for that matter, is the carrying of a
deductible for purposes of taxation, deferred charge respecting a future tax
other than where non-deduction is due cost any more to be criticized than
to deduction in a prior year, are con the carrying as a deferred charge of
cerned with (1) charges to establish preferred stock or bond discount? It
reserves the future charges against is directed towards a more accurate
matching of costs and income. It is
which will be deductible; and (2)
charges to write down the book nothing more than setting up a re
amounts at which capital assets are serve, or recording a write down, or.
carried which will be deductible upon a “net” basis and if a deferred tax cost
their sale or abandonment. In such seems too heretical to accept, merely
situations a failure to recognize the offset it against the reserve and thus
principle of tax allocation clearly re satisfy your conscience.
sults in the stated income of the year
In the case of write downs of prop
in which the reserve is established, or erty carrying values, I admit that the
the write down is taken, being arti objection may be raised that there may
ficially reduced by an amount which be no expectation of the property be5
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non-deductible income charge. So
treated, the deferred charge becomes
applicable as an additional tax cost
in the year in which the deferred item
is brought into the income statement.
It should be clear that the avoidance
of such a procedure does nothing more
than artificially reduce the stated net
income of the year in which the de
ferred income is received, and artifici
ally increase that of the year in which
it becomes realized.
It probably should be unnecessary
to point out that the procedures sug
gested, as well as the procedures set
forth to meet the situations considered
by Bulletin No. 23, are necessary of
adoption only where the items involved
are significant. The element of signifi
cance, however, should be determined
by consideration of all of the related
factors and not alone by the amount
of tax involved. An amount of tax
cost may be a relatively small percent
age of the total income charges and
yet the difference between true tax
cost and tax payable may be an im
portant percentage of the latter or of
the net income. The tax cost in one
year may not be significant but, as
in the case of increasing installment
sales, the effect of avoiding the cor
rect procedure may be cumulative and
soon result in significant understate
ment and overstatement, respectively,
of tax accruals and surplus.
The general practice of considering
the element of income taxes as a final
deduction in the income statement has
led away from the thought of alloca
tion of the cost against the several
items that affect income, but it is be
ginning to be recognized that there
are circumstances in which such an
allocation increases the usefulness of
an income statement and, in particular
circumstances, it may be necessary if
misleading inferences are to be avoided.
It is not infrequent for an income
statement to include extraordinary or
infrequently recurring items of income
or loss and unless there be an alloca

ing currently disposed of with the
result that the realization of the de
ferred tax cost may be so long de
ferred as to make it unrealistic to
carry it as an asset or as a reserve off
set. To such objection I answer that
to the extent that the property is
depreciable the deferred charge will be
subject to partial realization each year
and that if the property is not de
preciable and loss realization sale is
not contemplated the write down be
comes a mere juggling of balancesheet amounts which should not enter
into the income statement.
The case of income account credits
for unused reserves is the other end
of the problem created by the non
deductible charges for their establish
ment. If, when the reserve was estab
lished, a deferred tax cost had been
set up the remainder would be related
to the unused reserve and would be
charged off as an additional tax cost
of the year in which the unused re
serve was returned to income. Such
procedure would be wholly consistent
with the procedure provided by Bul
letin No. 23 for the accounting of tax
reductions incident to deductible ex
penses excluded from the income ac
count by charge to reserves. If there
had been no consideration of a tax
cost adjustment when the reserve was
established, then, as two errors do not
make one right, it would seem reason
able to make a return to income on a
net basis and credit the remainder of
the reserve to surplus as a correction of
an. error of a prior year.
The situations in which the income
account includes income upon which
taxes have been paid in the past and
in which deferred income is taxed in
the year of its receipt are two ends
of the same problem. Rental received
in advance, under our existing tax
statutes, is taxed in the year of its
receipt and consequently the related
tax is even more clearly appropriate
of being accounted as a deferred charge
than in the preceding situation of a
6
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tion of the tax cost the statement does of judgment to be determined by the
not set forth fairly the results of or accountant.
To recapitulate, I believe that where
dinary operations or of the true in
come or true loss incident to the ex taxable income exceeds stated income
traordinary items. Consequently, I be before provision for tax cost due to
lieve that in all cases in which the charges which are non-deductible be
statement includes such items of any cause they anticipate realization, or
appreciable significance an allocation to the deferring of income taxed on
of tax cost is desirable.
its receipt, the tax to be paid for the
There is one other point I would year should be reduced to a tax cost
mention. While no accounting will applicable to the stated income by a
be required where variations between deferring of an appropriate amount
taxable and stated income before tax to be applied as added tax costs of
cost are due to items non-deductible appropriate future years. Such belief,
or non-taxable because of statutory pro and the procedures which I have pro
hibition or exemption, and while it posed, are, I believe, consistent with the
is recognized that a reconcilement be procedures proposed by Bulletin No.
tween taxable and stated income is 23 to care for other problems.
not usually to be considered a require
I point out, in conclusion, that I
ment of proper disclosure, there will have not touched upon problems of
be cases in which variations due to accounting for income taxes that arise
such causes will be of sufficient signifi in consolidated statements. Some of
cance to require a note of explana these are most interesting and I should
tion. Here also the question of what like to discuss them, but time does
constitutes sufficient significance is one not permit.
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Resume of Variations Between Corporate Stated
Income Before Tax Cost and Taxable Income
Due to:

Inclusion in
income statement
of non-taxable
income

Bulletin 23, Par. 10
Income to be taxed in the future
Tax refunds due to excess profits
Bulletin 23, Par. 6
tax credit carry-back

Stated income
greater than
taxable income

Deductible
costs excluded
from income
statement

Due to:

Stated income
less than
taxable
income

Considered by:
Income exempt by statute
Income previously taxed—
(1) Income taxed when received
Item (3) herein
but deferred in statement
(2) Return to income of unused
reserves the charges to create
Item (2) herein
which were non-deductible

Non-deductible
income charges

Percentage depletion and other
statutory deductions
Expenditures against reserves the
charges to create which were nondeductible
Expenditures deferred for charge
against future income
Expenditures charged to surplus
Losses brought forward

Bulletin 23, Par. 4

Bulletin 23, Par. 4
Bulletin 23, Par. 3
Bulletin 23, Par. 7

Statutory prohibition
Previously deducted
(1) Amortization of deferred costs
Bulletin 23, Par. 4
deducted when incurred
(2) Depreciation of emergency fa
cilities deducted but not written
Bulletin 23, Par. 4
off or reestablished
To be deducted in the future
Item (1) herein
(1) Provision for reserves
(2) Write down of asset carrying
value in anticipation of loss
realization
Item (1) herein

Exclusion of
taxable income

Income deferred in statement but
taxed when received
Item (4) herein
Income credited to surplus

8
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Propriety of the Establishment of the New Costs
in Actual Reorganizations or in Transfers
of Property from One Corporation to Another
By Maurice E. Peloubet, New York
Member, Committee on Accounting Procedure,
American Institute of Accountants

The basic question in the estab
lishment of property costs after
. the initial organization of an
enterprise seems to be not “what cost”
but “whose cost.” The establishment of
a new cost, that is, a cost other than
that incurred by the original owners,
if it is to be attacked, is usually at
tacked on one of two grounds: first,
there is no new or different cost be
cause the same interests in one form
or another are both buyer and seller,
or, second, the new cost does not rep
resent a cost of property but is a pur
chase of anticipated earnings. The criti
cism that a new cost is not correct be
cause the consideration is given in some
form other than money and the prop
erty forming the consideration is over
valued by the purchaser is not so fre
quently made and is generally not diffi
cult to disprove as most property is
susceptible of some sort of valuation or
appraisal.
The criticism that a new cost is
merely a payment for anticipated
profits cannot ordinarily be met by
showing that this is not the fact. The
better method of meeting such an ob
jection is by what may be termed the
“so-what” type of argument. Every pur
chase of income producing property,
industrial or otherwise, is, from one
point of view, a purchase of anticipated
profits. If it is a purchase of anticipated
profits where nothing depends on the
efforts of the purchaser, where no risk
is taken, and where as far as can hu
manly be seen the income will roll in
in an even and undiminished stream
over a fixed period, there might be
some reason for objection to such a

payment as a cost of property. How
ever, if the payment is merely for an
opportunity to make profit in the fu
ture and if that future profit is con
tingent on the efforts of the owners,
the state of the market for the product
of the enterprise, the attitude of the
government toward the enterprise, and
similar factors which involve the ex
ercise of skill and taking of risk by
management, it may fairly be said that
every business property is sold on this
basis but that the purchase of expected
profits of this type is far different from
a mere laying out of capital and re
ceiving income without effort.
The objection to a new cost being
established in reorganization or in the
transfer of property on the ground that
there has been no actual change of
ownership or proprietorship is a valid
one where this is the fact. We may
assume that no attempt would be made
to set up a new cost where reorganiza
tion or purchase had not been carried
out in proper legal form. No claim for
a new cost without the actual passing
of title from one person or corporation
to another and without the actual pas
sing of money or valuable considera
tion could possibly be maintained. The
mere statement of a new cost in a re
organization where the same interests
and entities control the same property
in the same proportion before and after
the reorganization could hardly be said
to establish a new cost. However, as
soon as new parties whether natural
persons or corporations are brought
into the picture, or when the owners of
an enterprise contribute additional
money or money’s worth, and this is
9
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used for the purchase of additional
property, new costs are established.
When a reorganization involves or fol
lows a shifting of interests between
parties there is ground for the estab
lishment of a new cost as a purchase
and sale of some sort has been effected.
In discussing this question two situa
tions are generally used as examples:
a public utility enterprise which is be
ing reorganized or an industrial re
organization and refinancing. These
situations, while excellent examples, are
usually complicated by too many ex
traneous factors. For a simpler and
more obvious example, where many of
these elements are eliminated, let us
look at the history of a typical suc
cessful mining company.
The original cost of the claims would
be quite small; let us assume that half
a dozen contiguous mining claims were
organized into one mining company.
The original cost of each of the claims
would be the filing and legal fees neces
sary to establish title to the mining
claim and enough development work
to indicate the prospects. Let us assume
that $5,000 was sufficient to bring each
of the six claims up to a state of de
velopment where further investment
was warranted. The original cost of
these six claims would then be $30,000.
They were ready, when equipped, to
produce commercial ore.
A company was formed for the gen
eral purpose of purchasing and ex
ploiting promising mining claims. Stock
to the extent of $1,000,000 was sold for
cash. Subsequently and after proper in
vestigation of the properties, the mines
and mining claims belonging to the
six original locators were purchased for
$500,000 in cash. $350,000 was used
for the erection of a mill, shaft sinking
and the purchase of equipment neces
sary to bring the claims into operation,
and $150,000 was retained as necessary
working capital. There would certainly
seem to be ample justification for stat
ing the cost to the new corporation of
the mining claims at $500,000, and the

cost of equipment and development
$350,000, making a total new cost of
$850,000 which would be the costs
used for the calculation of depreciation
and depletion for income tax purposes,
if depletion on cost were more advan
tageous than percentage depletion.
However, if certain theories widely held
in the public utility field were applied
the cost of the property at the time it
was ready for operation would be
$380,000, the original cost of the claims
and the original cost of the equipment.
The balance sheet would look some
thing like this:
Working capital .............. ........... $ 150.000
350,000
Mill and equipment........ ..........
30,000
Mines and mining claims ...........
Mines and mining claims acqui470,000
sition adjustments .. ..........
$1,000,000

Capital stock...................... ........... $1,000,000

We would have the most important
item on the balance sheet, the mining
claims, valued at about one-twelfth of
the equipment necessary to operate
them. This would be the result of ap
plying the accounting philosophy of
the Federal Power Commission as ex
pressed in the requirements of its cele
brated account 100.5.
From their point of view there was
an unjustified write-up of the mining
claims caused by paying the owners of
the claims for their property in cash
equal to the book value of the proper
ties in the new corporation.
Let us assume, as has happened more
than once, that the properties turned
out to be immensely more valuable
than either the original discoverers or
the first purchasers had anticipated.
Let us suppose that there was a neces
sity for really substantial capital ex
penditures. By this time the prospects
of the property would be well known
throughout the mining world and the
flotation of new securities would not be
difficult. Let us say that another new
corporation was formed which issued
10
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$10,000,000 capital stock and $5,000,000
convertible bonds. Of the $10,000,000
stock $5,000,000 was sold at par and
$5,000,000 was issued to the first cor
poration for the property, and the
convertible bonds were sold at par.
Of the proceeds, $2,000,000 were to
be spent for additional development
and exploration; $2,500,000 in the con
struction of a smelter and additional
mill facilities and the purchase of the
original equipment for cash; $3,000,000
in the construction of a short line rail
road; and the remainder of the pro
ceeds of the issue held for working
capital and other corporate purposes.
It would certainly seem that the
total assets of the new corporation
would amount to $15,000,000, estab
lished by the market value of the stock
sold for cash.
However, if the theories of the Fed
eral Power Commission were followed
the cost of the property would be:
Working capital ......................... $ 2,500,000
Development and equipment:
1st company........................
350,000
2nd company...................... 7,150,000
Mines and mining claims........
30,000
Mines and mining claims acqui
sition adjustments.............. 4,970,000

$15,000,000

Capital stock.......... . .................. $10,000,000
Convertible debentures ............ 5,000,000
$15,000,000

Here we have the most important
element in the company’s property
valued at one-fifth of one per cent of
the gross assets, about equal to the re
quirements for petty cash and sub
sidiary working funds.
The situation would have been no
different if these transactions had all
been carried out on a cash basis as the
company’s stock at the time of the
acquisition of the properties had a
recognized cash value.
It seems to me that the $15,000,000
is a legitimate cost arrived at in a
legitimate way and that any corporate
11

or government action based on any
other cost would be improper and
would not take the actual facts into
consideration.
If the owners of the six original
claims had been able to finance their
property completely and had brought
in no outside capital, then their costs
would have been the same as the costs
on an enterprise basis. However, the
fact that new parties came in and con
tributed cash and that the stock issued
for the mining claims had a value can
not be disregarded.
It may be agreed that the profits
might be more or less according to
whether the management were good or
bad, but if reasonably good manage
ment may be assumed in estimating the
future, the capital value of the future
earning capacity may properly be at
tributable to the tangible assets.
The criterion of the establishment of
a new cost in a reorganization or in a
transfer of property should be a change
in the proportion or nature of the in
terests owning the property or the in
troduction of new interests together
with the payment or contribution of
money or money’s worth as a result of
that change. There are cases where ap
parent rather than real reorganizations
may be made and the test for these is
whether the same interests control the
same property in the same proportion,
without the contribution of any money
or money’s worth, before and after re
organization.
Cost, after all, is what is paid for
property by the purchaser, not by some
one else. It is not what the purchaser
should have paid. There should be no
attempt to segregate what the present
owner of property paid for it in excess
of what some previous owner paid.
In our illustration of the mining
company it took some time and effort
to establish the value of the properties.
They could not have been developed by
the original owners. At each successive
reorganization new parties contributed
capital and new estimates of the value

Developments in Accounting Procedure
Studies of the original cost of a
property under radically different con
ditions may have some historical in
terest or economic significance but they
do not have and cannot have any sig
nificance in the accounts of a bona fide
purchaser of property for money or
money’s worth.

of the properties' were made backed
up by the contribution of money and
the payment to the owners in stock of
a demonstrable cash value.
Cost to the purchaser is the cost of
the property and any genuine change
in ownership should be reflected in the
accounts.

Stock Options
By William H. Bell, New York
Member, Committee on Accounting Procedure, American Institute of Accountants

the income-tax aspect very briefly, until
recently taxable income was held to
arise upon exercise of a stock option
by an employee only to the extent that
the excess of the fair value of the stock
at the date of exercise of the option
over the option price was intended,
as a matter of fact, to constitute com
pensation for services rendered or to
be rendered. (It is to be assumed that
whenever an option is exercised the fair
value of the stock exceeds the option
price, as otherwise the option would
not be exercised.) There have been
many court decisions to the effect that
such options did not in fact involve
compensation. On April 12, 1946, how
ever, the Treasury Department, in
Treasury Decision 5507, ruled that
with respect to all such options granted
subsequent to February 25, 1945, the
excess of the fair value of the stock at
the date of exercise of the option over
the option price is to be considered
compensation and therefore is taxable
as income to the recipient. This latest
action of the Treasury Department has
aroused considerable opposition and
it seems quite possible that its position
will be reversed by the courts or by
Congress, so that for tax purposes the
position may again be taken that the
individuals are making “bargain pur
chases” as “incentives” under options
rather than receiving compensation.
For more detailed information on the
current tax position I refer you to an

FOR SEVERAL years the committee
W on accounting procedure and the
research department of the In
stitute have been studying the problems
involved in accounting by a corpora
tion for stock options, especially those
issued to officers and employees. It is
believed that options issued to others
than officers and employees do not pre
sent any particular accounting prob
lems. The difficulties arise in deter
mining whether compensation is in
volved in options given to officers and
employees, and if so how it is to be
computed and recorded. Because of
the varying provisions of such options,
and the alternative concepts of their
nature and significance, no completely
satisfactory, or at least generally ac
ceptable, solutions of the accounting
problems have yet been found. How
ever, it is thought that some progress
is being made in gaining a better un
derstanding of the nature of the ac
counting objectives and in formulating
procedures which will fit the majority
of cases.
One of the greatest difficulties has
been to reconcile the general account
ing aspects of the matter with the
income-tax aspects. It is easy to under
stand the disinclination of corporate
officials to recognize an expense for
compensation if it is not allowed as a
deduction for tax purposes; and it will
not be so allowed unless it is held to
be income to the individual. To state
12
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article by Paul D. Seghers entitled year, there could be no doubt that the
“Stock Purchase Options under the individual would be considered to be
New Treasury Rules” in The Journal compensated in the amount of the
of Accountancy for June 1946.
fair value of the stock when he earned
For general accounting purposes we it and received it. I am unable to
have to decide whether or not we are recognize any essential difference when
going to be governed by the tax treat the individual has to make a payment
ment with respect to two questions: in cash which is only part of the value
(1) Is the value of the option to be of the stock. It must be admitted, how
regarded and accounted for as com ever, that in many situations the value
pensation; and (2), if so, is the amount of the option at the date exercised or
of such compensation to be determined at the date exercisable, based upon
upon the basis of the excess of the fair the excess of fair value of the stock
value of the stock over the option price over the option price at such date, is
quite fortuitous, being affected by a
at the date of exercise?
Fairly recently two articles on this variety of extraneous influences, and
subject have been published: one by therefore can hardly be said to con
Professor E. R. Dillavou entitled “Em stitute a reliable or acceptable measure
ployee Stock Options” in The Account ment of the value of the services ren
ing Review of July 1945, and the other dered, and hence of the compensation
by Professor James L. Dohr entitled therefor. Indeed there have been many
“Accounting for Compensation in the situations where it would have been
Form of Stock Options” in The Journal utterly absurd to take that position,
of Accountancy for December 1945. Any and where the only reasonable position
person who is interested in the matter to take is that the option was given
may well read these two articles. The to the individual as an investor rather
authors take quite different positions than as an employee. Sometimes that
on major points. My own views, which position is strengthened by the fact
I can only summarize in this necessarily that the individual is paid a salary
brief paper, are substantially in agree which appears to constitute fair com
ment with those of Professor Dohr, so pensation for his services. In doubtful
I especially recommend the reading of situations, it seems that all that can
his article.
be required is to state the pertinent
It would seem that if the corporation facts in a footnote to the financial
is taking a tax deduction with respect statements, as would be done, for ex
to an option exercised by an officer ample, where the president of the com
or employee, the corporation could pany is not receiving any compensation
hardly contend that it did not incur whatsoever.
Assuming that the benefit from the
an expense for compensation which
should be recognized for general ac option is to be regarded as compensa
counting purposes. Further, it seems to tion, as of what date is the value of
me that in many, if not most, cases the option, as the basis for determina
there are good grounds for taking the tion of the compensation, to be com
position that benefits realized, or reali puted? There are three possible dates:
zable, by officers or employees under (1) the date of the agreement covering
stock options constitute compensation the employment, or at least covering
which should be recognized in the the terms upon which the option is to
general accounts whether or not a de be granted; (2) the date when the
duction is taken for tax purposes. If option is effective, that is, when the
the corporation were to contract with rights of the individual under the
the individual to pay for his services option become absolute or uncondi
entirely in stock at the end of the tional, which is usually upon perfor
18
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mance by him of the services he is
called upon to render under the agree
ment; and (3) the date when the
option is exercised.
It seems to me that the second of
these is the one that should be adopted,
in most cases at least, because it meets
the requirement of the general rule
that compensation is earned by the in
dividual, and hence becomes an ex
pense of the corporation, when the
individual has performed the services
for which the compensation is paid.
It follows that when any part of com
pensation is contingent upon the com
pletion of service for a certain period,
there can be no definite determination
of the amount of the compensation
until the end of that period, and there
fore it seems to me that there should
be no accrual thereof in the accounts.
Still assuming that the benefit from
the option is reasonably to be regarded
as compensation, if the option price
is below the fair value of the stock at
the date of the agreement and the
option is exercisable forthwith, it
would seem that the position should
be taken that the individual is being
compensated for past services and that
such compensation should be recog
nized in the accounts at that time.
If, however, the option price is equal
to or higher than the fair value of the
stock at the date of the agreement—
which is the usual case—it would seem
that the corporation should take into
its accounts as compensation to the
individual the difference between the
fair value of the stock and the option
price upon completion of the term
of service or whatever other event
marks the date when the option be

comes exercisable. Events happening
after that time which either increase
or decrease the value of the option
at the time it became exercisable
should be disregarded for general ac
counting purposes as irrelevant; the
corporation is not concerned with the
personal speculation of the optionee.
It may be interesting to know that
in a general discussion of the matter
of stock options at a meeting of the
committee on accounting procedure of
the Institute on April 26, 1946, a
majority of the committee subscribed
to the view that the position of the
Treasury Department in permitting a
corporate deduction for tax purposes
at the time the option is exercised
should not control the accounting for
the corporation to the extent of re
quiring at that time an entry for com
pensation. On the contrary, a majority
of the committee indicated the belief
that a stock option is to be considered
compensation only to the extent that
it is valuable at the date it becomes
exercisable.
I realize, of course, that what I have
said here merely scratches the surface
of this very difficult problem. The
only conclusion I have been able to
reach is that in ordinary, simple situa
tions the accounting should be based
upon the value of the option at the
date it is exercisable; and in other
situations—of which there have been
many but possibly there will be fewer
unless and until the income-tax aspect
of the situation is cleared up—there
should at least be full disclosure in
financial statements of option agree
ments and the issuance of stock there
under.
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By Maurice H. Stans, Illinois
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American Institute of Accountants

the most commonly ac
informal language, these are the basic
cepted propositions of life and points on which there is general
love meet with differences when agreement:
an attempt is made to reduce them
(a) That inventory accounting is es
to definition. So it is with inventory
sential in every business which
valuation. So it is with the term “cost,”
owns a stock of goods.
the term "market,” and the compound
(b) That the principal objective of
ed term "cost or market, whichever is
accounting for inventories is the
lower.” All are used so commonly as to
measurement of periodic income,
imply that their meaning is obvious.
the consideration of financial posi
Yet, in attempting specification or def
tion being secondary.
inition, any group of accountants can
(c) That, accounting being essentially
seemingly develop striking differences
on a cost basis, the pricing of in
of viewpoint, comparable to a group of
ventories should be based primarily
Russian and American diplomats who,
on cost.
having enthusiastically agreed on “de
(d) That there are some circumstances
mocracy” as a mutually desirable,
which make a departure from the
world-elevating objective, thereupon
cost basis of inventory pricing
set out to wrangle over what they mean
necessary.
by the term.
(e) That, specific identification of an
A number of years ago a special com
article with its cost being seldom
possible, any one of the several
mittee of the Institute undertook a
methods of assuming the flow of
study of inventory pricing practices
cost factors, such as “first-in, first
and principles. Continuing these efforts,
out,” “average,” “last-in, first-out,”
after a lapse due to the war, the com
or “base stock” is acceptable.
mittee on accounting procedure is now
attempting to complete a bulletin on This brings us to the questions of what
inventory pricing. Despite some strong cost is, and when cost is not a proper
differences, considerable progress is be measure of inventory value. On these
ing made toward the completion of a points there is predominant agreement:
bulletin which it is hoped will be an
(f) Cost is the sum of all charges
authoritative statement on the subject.
and expenditures incurred in
For purposes of concise discussion, the
bringing an item to its existing
basic propositions can be divided into
condition and location.
those on which there seems to be gen
(g) A downward deviation from cost
eral agreement, those on which there
is necessary whenever the expendi
ture has lost some of its usefulness,
is a predominant viewpoint, and those
whether by damage, deterioration,
on which there is at present an un
obsolescence, decline in price, or
reconciled disagreement. The greater
other causes. This is the founda
the number of propositions on which
tion of the rule of “cost or market,
there is ultimate agreement, the more
whichever is lower.”
comprehensive and the more useful will
(h) An upward deviation from cost is
be the resulting bulletin.
permissible only in very rare cases,
The committee now has before it a
because it is contrary to the ac
series of ten propositions prepared by
counting rule that profits do not
a subcommittee. Reduced to simplest
accrue until time of sale.

ven

E
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There is still considerable uncertain
ty as to how specifically cost can or
should be defined in an inventory bul
letin, for the simple reason that this
involves all of the intricacies of allo
cation and apportionment that com
prise the art of cost accounting. An im
portant question, for example, is that
of just what items of manufacturing
overhead may be excluded for reasons
of abnormality or possible inapplica
bility. Apparently, there are still a few
instances in practice of all overhead
being excluded from inventory prices.
It has been suggested, on the other
hand, without much apparent support,
that administrative expenses be includ
ed in inventory prices.
While there is general agreement
that goods should be marked down for
physical deterioration, there is minority
objection to taking write downs for
economic deterioration. The predomin
ant view, however, is that price decline
represents just as much a loss of value
as does physical deterioration, and that
this partial loss of usefulness of the
original expenditure should be reflected
in the accounts in the year in which it
occurs.
This brings us to the still more
difficult questions. By what standard
or yardstick is the downward departure
from cost to be measured? In other
words, assuming that we designate that
lower level as “market” (either logic
ally, pragmatically, or as a concession
to precedent), how do we define and
limit that term? Is market value meas
ured by replacement cost (as endorsed
by the Encyclopedia Britannica, for
one) or is it equivalent to realizable
value (as decided recently by the Eng
lish accounting organizations) or is it
the lower of the two? If market means
realizable value, does it mean “realiz
able value with a profit” or “realizable
value without profit?” The proposal
presently before the committee is this:
The term “market,” as used in the,
phrase “lower of cost or market,” means
primarily current replacement cost (by

purchase or by reproduction, as the case
may be). It is subject to the exceptions
that (1) such amount should not ex
ceed the estimated realizable value after
deducting costs of completion and dis
posal, and (2) it is not appropriate to
reduce an inventory amount below that
which will, upon sale in the ordinary
course of business, be realized with an
approximately normal profit.
Neither in this language nor in the
application of it to test cases has the
committee had an opportunity to agree
ment.
There are a few more questions of a
subsidiary nature that pose interesting
issues.

Does the stating of an inventory at
“cost or market, whichever is lower”
require the application of this rule to
each item in the inventory, to the total
of the inventory, or to classifiable sub
divisions?
If market is used because it is
below cost, should the difference be
separately disclosed in the income state
ment, assuming it to be material? In the
balance sheet, should the difference be
applied directly or as a reserve?
If the market value of the inventory
is known to be materially higher than
cost, should it be shown in a paren
thetical way?
Following these, there come a few
points on which general agreement
seems to exist:
Accrued losses on purchase commit
ments, unless protected by firm sales
contracts, should be recognized current
ly in the accounts.
Whatever interpretation is applied to
cost, market, or the lower of the two,
it must be applied consistently; and
changes should not be made without
reason and without adequate disclosure.
There has been an unfortunate tend
ency in the past to rely solely on that
last proposition as the criterion for in
ventory pricing practices. Such a con
clusion is to be deplored, because there
is a need for greater uniformity in in
ventory accounting, and an authorita
tive and conclusive bulletin which
16

Criteria for Charges and Credits to Surplus
covers the propositions here discussed
would accomplish a great deal toward
that objective. Thereafter, attention
could be given to the further aim of
securing uniform methods of inventory

pricing within the various industries,
a project which would certainly be in
the interest of making financial state
ments more meaningful and more use
ful.

Criteria for Charges and Credits to Surplus
By Edward B. Wilcox, Illinois
Member, Committee on Accounting Procedure,

American Institute of Accountants

is a standard or rule
or test by which things are
tried in forming judgments
concerning them. It is basic
in connection with any criterion, some
purpose is to be served. The purpose
governing criteria for charges and
credits to surplus in financial state
ments is that these statements afford
the greatest possible usefulness to their
readers in judging the affairs of the
company issuing them. The statement
affected by charges and credits to sur
plus is not the surplus account, it
self, which is unaffected by the treat
ment of the items in question, but
the income account, which includes
or excludes charges or credits depend
ing on the criteria adopted. There
fore, the subject might be restated as
criteria for exclusion of charges or
credits from the income statement for
the purpose of endowing that state
ment with the greatest possible useful
ness to its readers in judging the results
of operations for the period under re
view.
Since these results are not affected
by items of whatever nature, not sig
nificant in amount, a first criterion of
exclusion must be that the items be
large enough to affect the fairness of
the presentation.
The second general criterion is that
of adjustments relating to prior years,
sometimes referred to as corrections
of the opening balance in the surplus
account. They are excluded from the
income account because they have no

A

criterion
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part in a fair presentation of the re
sults of operations for the period under
review. The attractive feature of this
criterion
that,
alone is that it produces an
income statement which tells every
thing that happened within the period
covered by the statement, but is not
affected or distorted by corrections,
adjustments, or recognition related to
events which occurred in prior periods.
A concept of the income statement
which expected from it a report of
actual happenings in the period cov
ered, including extraordinary and non
recurring windfalls and catastrophes,
whether or not related to the business
operations of the company, would be
served by such a criterion.
The clearest cases coming under this
criterion are adjustments of tentative
or optional provisions made in prior
years, and corrected in a current year.
Such a provision, tentative and op
tional at best, and subsequently found
to be materially over or under stated,
would have no place in a current in
come statement. An outstanding ex
ample with which we should be pretty
well finished by now, is the discretion
ary type of wartime reserve. It should
be noted that the exclusion of an ad
justment of such an item from the in
come statement, is in direct conflict
with another criterion, sometimes
cherished, to the effect that items should
be put back where they came from.
This cannot be done if a current in
come statement is not to reflect an
adjustment of an item charged or
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credited to income in a previous year.
A second class o£ prior year’s adjust
ments deals with items of a more usual
and determinable nature which never
theless turn out to require substantial
restatement. In general, established
practice dictates that adjustments of
expenses, tax accruals, bad-debt pro
visions, inventory valuations, and other
elements of regular continuing opera
tions be reflected in income statements
as the need occurs and is recognized.
However, the occasion sometimes does
arise when a provision for taxes or a
computation of depreciation has been
materially misstated, or some provision
or adjustment that should have been
made was omitted, so that correction
in another year would result in mis
leading inferences. Then the criterion
of prior years’ adjustments would call
for exclusion of the item from the
current income statement.
Difficulty arises in the application of
the criterion of prior years’ adjust
ments to some items which may be re
garded as applicable to either the cur
rent or prior years. For example, pre
viously unamortized debt discount and
expense written off on retirement or
refunding of the debt before maturity,
or collections or payments in settle
ment of patent suits related to acts oc
curring over a period of years, might
be regarded as either adjustments ap
plicable to prior years or as results of
transactions which were only completed
in the final or current year of account
ing recognition. This difficulty in de
ciding whether or not some items
should be excluded from the income
statement according to the prior years
adjustment criterion, disappears on
adoption of a third criterion for ex
clusion.
Adoption of the third criterion would
exclude from income statements, not
only material adjustments relating to
prior years, but also any material items
reflecting events occurring within the
current year which were so extraor
dinary and unrelated to the usual or

typical business operations of the
period, that they might, if included
in the income statement, cause mis
leading inferences as to the result of
operations for the current year. This
criterion taken together with that of
prior years’ adjustments, would elimi
nate the difficulties of deciding which
should govern in specific cases. Thus
previously unamortized debt discount
and expense, and patent suit settle
ments, previously mentioned, would
be excluded from the income state
ment under both criteria, even though
there may be academic doubt as to
which applied. Similarly when the de
cision to record a charge or credit in
one accounting period instead of an
other, is so arbitrary as to approach
whim or caprice, the criterion of ex
clusion of extraordinary items would
govern. For example, the declaration of
a substantial dividend from several
years’ accumulated earnings of a sub
sidiary, would relate in part to prior
years and would also be extraordinary.
The decision to write off intangibles or
to charge off in full initial costs of past
service annuities instead of deferring
them over a period of years as is per
missible for income tax purposes,
would also be arbitrary, and would re
sult in a charge to be excluded from
the current income statement on the
grounds that it did not contribute to
a fair presentation of the results of
operations for that period.
There are other charges and credits
which would be excluded from the
income statement according to this
third criterion, even though they re
flect events which unquestionably oc
curred within the period covered by
the statement. Among these are pro
ceeds of life insurance collected at
the death of an officer, or proceeds
of an extraordinary sale possibly hav
ing no related costs such as a discovery
or invention by research engineers.
Other examples are extraordinary
profits or losses on sales of a depart
ment of the business or capital assets
18
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erating results. Extraordinary economic
conditions, either inflationary or defla
tionary, social unrest such as strikes
or riots, and governmental or monop
olistic interference with trade, while
extraordinary, and possibly non-recur
ring, may nevertheless be aspects of
the conditions under which business
is conducted during the periods when
they prevail. To exclude their effects
from income statements on the grounds
that they were extraordinary, would
defeat the purpose of the criteria by
creating misleading inferences as to
results of operations during periods
when these conditions were widely
known to exist. Adoption of criteria
for exclusion of charges or credits from
income statements, places a heavy duty
on those responsible for the statements,
that they exercise careful and restrained
judgment, having always in mind that
the ultimate purpose is the greatest
possible usefulness.

not held for sale, or losses from unin
sured fires or floods.
The merit in these three criteria for
exclusion of material prior years or ex
traordinary items from the income
statement lies in the development of a
statement which has the maximum
useful significance. This should be re
membered in applying the criteria be
cause it is possible to carry them to
such lengths that they defeat their
own purpose. Non-recurring items
should not be excluded from income
statements simply because each one
may be non-recurring if there are con
tinuing non-recurring items of different
kinds. Items not connected with the
principal business of the company, or
events outside the control of manage
ment, may appear individually to ob
scure results of operations if reflected
in income statements, but if they con
tinue over a period of years, they are
nevertheless contributory to total op

The Nature of the Income Statement
By M. C. Conick, Pennsylvania
Member, Committee on Accounting Procedure,

American Institute of Accountants

ing all operating, non-operating,
the fact that the in
non-recurring, and material extra
come statement has had about
ordinary losses and profits which
500 years of evolution and that
it is still undergoing a revision by the have been recognized in the ac
counts? (Let us call this the “allcommittee on accounting procedure,
inclusive concept”), or
I feel that the chairman was indeed
(2) Shall the net income or loss for
most generous in allotting me ten
the period be that amount which
minutes for this presentation. Never
is determined before giving effect
theless, I shall attempt to review
to income, profits, and losses which
briefly what I believe to be the essen
are not generally applicable to
tial characteristics inherent in that
ordinary operations? (Let us call
statement, both as to form and sub
this the “operating concept”).
stance, in exhibiting the items of in
As I view the nature of the income
come and expense, and the items of statement, there is a divergence of
profit and loss which have been recog opinion among us on these two ques
nized in the accounts for the period. tions which the committee on account
I shall first pose two questions:
ing procedure is attempting to recon
onsidering

C

cile.
Perhaps the most essential character
istic of the income statement is that,

(1) Shall the net income or loss for
the period be that amount which
has been determined after includ
19
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all financial statements should be pre
pared in a manner which would enable
the public accountant to counsel his
client. Because of this conception, our
profession has more and more assumed
the role of counsellor.
There has always been another school
of thought, however, and that is that
public accountants are business physi
cians—that those whom they serve are
not as truly clients as they are patients.
The foremost advocate of this view
point is my own perceptor, and the
senior partner of my firm, Erank
Wilbur Main. In 1909 and 1910, the
Saturday Evening Post published the
views of Mr. Main in which he, for
the first time to my knowledge, re
ferred to public accountants as business
physicians. Those holding this phil
osophy as to our profession have al
ways contended that the income state
ment represents only a picture of the
income operations for the period cov
ered, and that the importance of this
picture and its value can only be de
termined by reference to related events
and activities. To illustrate: A skilled
physician never places too much empha
sis upon the particular results of a
diagnosis. It must be viewed in the
light of other known and visible con
ditions and factors. For instance, a
patient might have normal blood pres
sure for five years, and yet the skilled
practitioner can read as clearly as if
it were written on the wall that the
patient will have a breakdown unless
he changes not only his habits, but his
worried and harried attitude in respect
to all current events. On the other
hand, the skilled physician might have
a patient with weak blood pressure for
whom he can predict with reasonable
assurance, from known and visible fac
tors, a long life.
In other words, these two schools of
thought have, over the years, influenced
the thinking of those who, on the one
hand, have favored an all-inclusive in
come statement and those who, on the
other hand, have favored an operating

as an accounting medium, it does serve
a useful economic and social purpose
to the owners of business and to the
buyer and seller of corporate securities.
As to the other characteristics of this
statement, I am going to review briefly
the developments during the period
since the enactment of the first CPA
law, which event is being commemo
rated at this annual meeting. During
the first half of this period, there was
comparatively little written on this sub
ject. A few of the outstanding leaders
went on record as favoring an income
statement which would truly set out the
operating results of the period. Ac
cordingly, unusual and extraordinary
items were generally, but not universal
ly, passed directly to the surplus ac
count. During this period the surplus
account was a very active account.
There were those who, even in the
earliest days, felt that the income state
ment should be all-inclusive, and the
surplus account less active.
During the latter part of this half
century there developed a belief that
the purpose of the income statement
was to furnish a yardstick as to earning
capacity. Those holding this view felt
that, say, a five-year income statement
so prepared was a reasonably safe guide
as to the earnings or losses for that
period; and, assuming a continuation
of the same components, interior and
exterior, it was an indication of what
might be anticipated in the reasonably
near future.
Underlying these various philoso
phies as to the purpose of the income
statement and the manner in which it
should be prepared were two funda
mental conceptions of the nature and
the character of the work of the public
accountant.
Public accounting was originally a
part of the legal profession and,
throughout the years of the past as
well as of the present, the great ma
jority of public accountants have con
sidered themselves business counsellors.
As such, they feel and have felt that
20
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come, and between any investment and
operating income. In line with these
statutory provisions, the Securities and
Exchange Commission prescribed profitand-loss or income statements embody
ing income from sales, operating reven
ues and expenses, other income, and
other and miscellaneous deductions,
and ending with a final figure titled
“Net Income or Loss.” In addition, the
Commission required footnotes explain
ing transactions pertinent to the in
come statement but not specifically in
cluded therein, such as “disclosure of
war costs, losses, expenses, and income.”
The committee on accounting pro
cedure of the Institute now has under
consideration the recommending of
criteria for the treatment of material
extraordinary items of profit and loss
in the presentation of such items in a
statement of income and earned sur
plus. It proposes that net income for
the period be determined on such a
basis that it will have the greatest
possible significance in formulating
judgments as to the current progress
and earning performance of the enter
prise under the conditions of that
period. It also proposes to show, im
mediately following the amount of the
net income for the period, any items
of profit and loss which have been
recognized in the accounts during the
period, but which are excluded from
the determination of net income for
the period. Accordingly, all profits and
losses, other than those arising directly
from capital stock transactions, would
be reflected in net income; but if such
charges and credits are material, it
proposes that they be excluded from
the determination of the net income,
even though they affect the cumulative
total of income for a series of years.
Exclusion of these material extraordi
nary items in the determination of net
income is based upon the belief that
their inclusion impairs the usual signifi
cance of net income and that mislead
ing inferences are likely to be drawn
therefrom. If these proposals are finally

income statement. The latter have be
lieved that an income statement is an
indication of the earning capacity of
the enterprise, while the former have
looked upon the income statement of
the operations for a definite period
only as a candid picture or photograph
of the operations.
Perhaps it might only be truthful
to state that probably the majority of
practitioners, prior to 1930, prepared
income statements for their clients
pretty much as they had always been
prepared, without any particular
thought, philosophically or analytical
ly, as to what, if any, concept they were
following. But the developments after
1930 have been more definite.
About 14 years ago a substantial
contribution was made to income state
ment thinking through the combined
efforts of the then special committee
on co-operation with stock exchanges
of the American Institute of Accoun
tants and the committee on stock list
of the New York Stock Exchange. In
this connection the Institute committee
stressed the point that “the earning
capacity is the fact of crucial impor
tance in the valuation of an industrial
enterprise,” and that “if the income
account is to be really valuable to the
investor, it must be presented in such a
way as to constitute to the fullest pos
sible extent an indication of the earn
ing capacity of the business during the
period to which it relates.”
Other pronouncements by the In
stitute are set forth in Accounting Re
search Bulletin No. 8, issued in 1941,
to the effect that the income and
earned surplus statement should en
able the reader to Compute a company’s
long-run income or its income-produc
ing capacity.
During this period the Securities Act
of 1933 came into being and made it
mandatory that the profit-and-loss
statement show, among other things,
the nature and source of earnings and
income, and a differentiation between
any recurring and non-recurring in
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adopted, the income account for the
period would show two significant bal
ances: (1) the net income for the
period; and (2) the total net income
for the period and earned surplus
charges and credits.

labor rates, working hours, turnovers,
and other elements of doing business
are anything but fixed and relative.
If we hold that the income statement
is a yardstick for measuring earning
capacity, then we must accept the in
evitable responsibility for the implica
tion of a fair expectation that future
earnings or losses will follow in line
with such yardstick—and that would
place accountants in the realm of fore
casters.
Since the future of any enterprise is
largely unpredictable, the income state
ments, useful as they are, can only pro
vide an index to the results of the past,
and not a conclusive mathematical pro
jection. Moreover, an income statement
cannot be used as a yardstick for meas
uring earning capacity, because it does
not indicate the changes which might
confidently be expected in future opera
tions. Nothing could be more uncertain
than are the uncertainties of a business
enterprise. An impressive profitable
past has often led to early bankruptcy
proceedings. A small non-operating ac
tivity may become more valuable to
the enterprise than its operating func
tions; and, similarly, non-recurring
items may eventually prove more sig
nificant than recurring items.
We should not impute to the income
statement powers which it does not
have—especially the power of determin
ing earning capacity. If such determina
tion is desirable, then our accounting
conventions should be extended to in
clude a reconcilement of the changes in
the components and in the nature of
the income and the costs, and should
also give some recognition to the price
levels of the dollar—an obvious im
possibility.

To Summarize
With the foregoing characterization
of the income statement, I am going to
venture an observation which has al
ways troubled my thinking in regard to
the usefulness of the income statement
as a means of appraising the indicated
earning capacity. In the 1932-1934 ex
change of correspondence between the
Institute’s committee on co-operation
with stock exchanges and the New York
Stock Exchange, much was said with
reference to the importance of the in
dicated earning capacity presumably
determinable from properly prepared
financial statements, notably the in
come statement. Their ascribing such
powers to the income statement may
account for the two concepts which
have separated us in our understanding
of the income statement, namely the
“operating” concept and the “all-in
clusive” concept.
My personal feeling leans to the be
lief that earning capacity cannot be
determined from the income statement.
If I am correct in this—and I believe
I am—the profession should make it
clear to those who read income state
ments that the net income shown there
in is the net dollar result of the enter
prise for a specific past period; that this
result is not comparable with any pre
vious period as a measure of earning
capacity for the obvious reason that the
components entering into the very na
ture of sales, cost of sales, inventories,
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Reinstatement in Accounts of Property Charged
Off for Emergency Facilities or Enemy Activity
By C. Oliver Wellington, New York
Member, Committee on Accounting Procedure,

American Institute of Accountants

Wen the question of account
h
ing for property charged off
for enemy activity was con
sidered by the committee on account
ing procedure, it was thought that any
pronouncement should be postponed
until further consideration of the mat
ter had been given by the Treasury
Department. Recent inquiry indicates
that they are still working on this
problem. Accordingly, I will not at
tempt to comment upon this phase of
the subject, and will devote my atten
tion to problems of emergency facilities
acquired under certificates of necessity.
Studies of corporation annual reports
for the year ended December 31, 1945,
and fiscal years closing since that date,
and of prospectuses issued since Jan
uary 1, 1946, in connection with the
sale of securities, indicate a wide vari
ation in the accounting treatment and
presentation in financial statements of
facilities, acquired under certificates of
necessity that, on the basis of present
information, are believed to be useful
for peacetime activities.
It appears obvious that managements
of some companies desire to have the
use of these facilities in peacetime pro
duction without any charge for depre
ciation on such facilities, and thus
appear to make greater profits. How
ever, it is the responsibility of the in
dependent public accountants to pro
tect the stockholders, actual and pro
spective, by adequate disclosure of facts
regarding current operations.
In my opinion, the most important
consideration is the effect on account
ing and financial statements for 1946
and later years, although corrections
when made will naturally affect balance
sheets and the income statements of the
28

war years. Let me make it clear at this
point that the ideas expressed are my
own and that they may or may not rep
resent the ideas of a majority of the
committee on accounting procedure.
To aid in consideration of this mat
ter, let us assume a typical set of facts
and discuss what is theoretically the
best way to handle the accounting.
Assume a company with depreciable
plant prior to the war costing $5,000000, with normal depreciation aver
aging 4 per cent or $200,000 per year.
This company acquired war facilities
under certificates of necessity with a
total cost of $3,000,000, which were
amortized on its books in accordance
with the allowance for federal tax pur
poses, so that these war facilities were
fully amortized September 30, 1945.
Of these war facilities the management
has determined that those now used
and useful in future conduct of the
business cost $2,500,000, the balance of
$500,000 having only scrap or sale
value. It is further determined that
normal depreciation, plus accelerated
depreciation due to abnormal use dur
ing the war period, amounts in total
to 20 per cent of cost, or $500,000. The
difference between the amortization in
full of $2,500,000 and the accrued de
preciation of $500,000, or $2,000,000,
would, except for tax adjustments, be
a credit to earned surplus.
During the war years full benefit
has been taken for tax purposes of the
deduction for amortization so that the
depreciation of the war facilities in
future years will not be deductible for
tax purposes. Accordingly, there is a
tax penalty, the present rate of which
is 38 per cent. Assuming that this rate
continues, the total tax penalty is
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$760,000. To record this fact, a reserve
of $760,000 should be set up with a
title such as “Deferred Portion of Re
duction in Federal Taxes Resulting
from Accelerated Amortization of
Emergency Facilities,” and the net
credit to earned surplus will be
$1,240,000.
This reserve for the deferred portion
of federal taxes will be reduced each
year at the current tax rate on the
depreciation charged against income on
these war facilities, with a correspond
ing credit to income to offset the loss
of tax deduction for depreciation on
such facilities.
It should be clearly understood that
the credit of $1,240,000 to earned sur
plus is not a “write-up,” but that the
assets remain on the books at cost,
after elimination of those assets that
are not continued in use, and that the
surplus adjustment is merely a cor
rection of the portion of the cost of
such assets previously charged against
income during the war years, such cor
rection being made in the light of
present information.
The result of the above adjustments
is to make the income statements for
1946 and later years substantially cor
rect in accordance with current facts
as to the use of war facilities in the
operations of the current business. De
preciation at the normal average rate
of 4 per cent on cost $2,500,000, or
$100,000, is a proper charge to cost
of goods sold for the use of such facili
ties. (The same result is achieved if
$2,500,000 cost, less $500,000 accrued
depreciation, or $2,000,000, is spread
over the estimated remaining life of
20 years). At the end of the income
statement there will be a credit of
$38,000, taken from the reserve above

mentioned, to be applied against the
federal income tax as calculated to be
payable on the income shown.
Failure to make an adjustment of
war facilities such as indicated will re
sult in income statements for 1946 and
later years showing more income than
is really earned to the extent of
$100,000 gross profit and $62,000 net
profit each year. In my opinion the fact
that full depreciation or amortization
has been taken in earlier years is no
sound excuse. Two wrongs do not
make a right.
It is the responsibility of manage
ment to make a fair determination of
the facts, but the independent account
ant must be satisfied that, in the light
of all the circumstances, the determina
tion by the management is not un
reasonable.
As independent accountants we must
all face the facts and see that the books
and financial statements disclose the
facts. If a management is unwilling to
make the necessary correction so that
the books and statements will disclose
the facts, we have a responsibility to
qualify our opinion as to the state
ments.
There will be distributed at the close
of this meeting copies of a schedule
that shows adjustments to earnings pre
viously reported which would be suit
able as part of a registration statement
for sale of securities. This schedule
includes an adjustment of emergency
facilities, which has been the subject
of my talk, and also several other ad
justments that may have to be con
sidered for the war years. I hope that
there will be an opportunity for dis
cussion of the material on this schedule
at our meeting tomorrow afternoon.
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(115,000)

Additional renegotiation settlements
Less: Taxes thereon (n et) ..........................................................................................

$ 305,000

$7,875,000

$8,480,000

Net income as shown on accompanying financial statem ents ......................................

$ 300,000

Net income as reported .......................................................................................................

years affected .................................................................................................

Net addition to income due to applying war losses and expenses to

Expenses and losses due to operations of war period
As provided each year and taken on books .............................................................. $ 375,000
Pro rata share of total expenses and losses as now determined, less taxes
thereon (net) ...........................................................................................................
75,000

Net addition to income due to above adjustm ents ..........................................

50,000

210,000

Claim for tax refund due to accelerated amortization (To distribute to years
affected) .........................................................................................................................

Renegotiation rebate due to accelerated amortization (net) (to distribute to
years affected) .............................................................................................................

160,000

Net addition to income due to applying normal depreciation to emer 
gency facilities ................................................................................................

$3,517,000

$2,250,000

$ 512,000

113,000

$ 625,000

$ 755,000

75,000

-------

350,000

330,000

(60,000)

520,000

303,000

$3,418,000

$2,195,000

$ 375,000

125,000

$ 500,000

$ 848,000

85,000

$2,455,000

$2,775,000
320,000

$2,308,000

$1 ,575,000

$1,125,000

875,000
62,000

$ (62,000)

$1,500,000

$2,703,000

(115,000)

2,818,000

1,727,000

$4545,000

1,005,000

$5550.000

..........

$ 795,000

(210,000)

60,000

(1,080,000)

2,025,000

430,000

$ 840,000

$1,110,000
270,000

537,000

$ 780,000

$ 470,000

450,000

$1,025,000
245,000

$ 640,000
170,000

Less: Provision for deferred portion of reduction in federal taxes resulting
from accelerated amortization of emergency facilities that is applicable
to operations of future years ...........................................................
310,000

Amortization of emergency facilities as taken on the books .............................. ..
Less: Normal depreciation thereon ...............................................................................
Difference added to income ..................................................................................

12/31/42

Total
(for
Income year ended 12/31
Surplus information
1943
1944
1945
only)

SCHEDULE SHOWING ADJUSTMENTS OF INCOME OF WAR YEARS

Property Charged Off for Emergency Facilities

___

II. Auditing Standards
Introductory Remarks
By Paul Grady, New York
Chairman, Committee on Auditing Procedure,

American Institute of Accountants
a means of introducing the
The pamphlet remained in this form
subject of Auditing Standards until 1929 when it was revised by a
it may be of interest to review committee of the Institute and again
briefly the history leading up to published
the
under the auspices of the
Federal Reserve Board with a revised
present stage of development.
During the First World War mem title, “Verification of Financial State
bers of the Federal Trade Commission ments.” The revised pamphlet gave
and certain other government officials recognition to the impracticability of
dealing with material procurement con designing a uniform pattern of audit
ceived the idea that their problems procedures to fit a wide variety of cir
would be greatly simplified if the ac cumstances by stating in the opening
counting of business enterprises could paragraph that:
be placed on a uniform basis. Some of
“The extent of the verification will
the members of the American Institute
of Accountants were asked to prepare be determined by the conditions in
each concern. In some cases the auditor
an outline of instructions to meet this may find it necessary to verify a sub
objective. While the Institute members stantial portion or all of the trans
realized the impracticability of attain actions recorded upon the books. In
ing uniform accounting, they believed others, where the system of internal
that an opportunity was offered to im check is good, tests only may suffice.
prove the form of presentation of finan The responsibility for the extent of the
cial statements and to promote a better work required must be assumed by the
understanding among bankers and auditor.”
businessmen of the nature and desir
In 1936 the Institute revised the bul
ability of audits by independent public
letin to give expression to the changes
accountants. Accordingly, a pamphlet
in concepts within the profession which
was prepared setting forth typical bal
were
probably in part brought about
ance sheet audit procedures and sug
by
the
great change in economic con
gested forms for the balance sheet and
ditions
after 1929. In this revision of
the income statement. The government
officials apparently carried the most the bulletin the committee recognized
weight in naming the document, be that the word “verification” might car
cause it was issued as a tentative pro ry unwarranted implications of cer
posal by the Federal Reserve Board tainty and the document was issued
in 1917 under the title “Uniform Ac under the title “Examination of Finan
cial Statements by Independent Public
counting.”
In 1918 the pamphlet was reissued in Accountants.” The 1936 pamphlet was
practically the same form by the Fed issued solely on the authority of the
eral Reserve Board, under the revised Institute and incorporated further pre
title of “Approved Methods for the cautionary language to make it clear
Preparation of Balance-Sheet State that the bulletin should not be con
sidered a standard audit program or
ments."

s

A
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rule book for application in all cir
cumstances. In 1939 the committee on
auditing procedure promulgated its
statement on “Extensions of Auditing
Procedures,” requiring that wherever
practicable the independent public ac
countant should (1) attend the taking
of physical inventories and test the
credibility of the company’s inventory
quantities by direct test counts or by
observation of the counts made by
company employees, and (2) obtain
confirmation of receivables by corres
pondence with customers. The state
ment on extensions was later adopted
by the members of the Institute in
attendance at the annual meeting.
Immediately following this event the
committee on auditing procedure un
dertook a comprehensive study to de
termine whether a revision should be
made of the bulletin on “Examination
of Financial Statements.” After thor
ough consideration it was concluded
that it would be contrary to the in
terests of the profession to issue any
further statement dealing largely with
auditing procedures in an abstract man
ner without reference to particular
circumstances.
The committee’s thinking was aided
a great deal by concurrent discussions
with the Securities and Exchange Com
mission concerning the wording of the
paragraph of the accountant’s report
describing the scope of examination.
The wording of the scope paragraph
adopted in the early part of 1941 in
corporated for the first time the state
ment, “Our examination was made in
accordance with generally accepted au
diting standards applicable in the cir
cumstances and included all procedures
which we considered necessary.”
A significant aspect of the new word
ing was that the Commission took the
position it must be a direct representa
tion rather than a statement of opinion.
At that time the committee on auditing
procedure felt that, since there was no
recognized statement of generally ac
cepted auditing standards, the assertion

must necessarily rest upon the opinion
of the accountant.
In subsequent deliberations on the
matter the committee has concluded
that the position of the Commission is
reasonable and that an important for
ward step can be made in the account
ing profession by the development of
a statement of basic auditing standards.
The committee during the past year
has devoted a great amount of thought
to the delineation of the professional
qualities and attributes which should
always form the basis for the examina
tion of financial statements by the in
dependent public accountant, and to
the differentiation of these broad
standards from auditing procedures,
which must necessarily be left to the
judgment of the auditor.
The auditing standards tentatively
decided upon may be briefly sum
marized as follows:

General Standards:
1. Technical training and profici
ency of the auditor.
2. Independence in his mental atti
tude and approach.
3. Due care in his performance.
Standards of Field Work:

1. Adequacy of preparatory plan
ning of field work
2. Proper evaluation of the existing
internal control for reliance there
on and for the determination of
the resultant extent of the tests to
which auditing procedures are re
stricted.
3. Competence of evidential matter.
Standards of Reporting:

1. Adherence to accepted principles
and practices of accounting.
2. Observance of consistency in their
application, except where condi
tions warrant otherwise.
3. Adequacy of informative disclo
sures.

It will be noted that the three gen
eral standards are fundamental to all
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herent in the accounting profession
from the beginning. Our endeavor has
been more in the nature of a screening
process to separate the “shells” of
standards from the “sands” of proce
dures and to arrange the standards in
a useful pattern.
The long-term importance of a state
ment of auditing standards demands
the most careful study and the ultimate
adoption by the membership of the
Institute. We therefore hope you will
give your critical attention to the en
suing papers dealing with auditing
standards and that we may have the
benefit of your suggestions at the dis
cussion meeting tomorrow or by writing
if you find that you cannot attend the
meeting.

professional work of the independent
public accountant. The further stand
ards grouped under field work and re
porting are to a large degree crosssectional classifications for the purpose
of illustrating more clearly the appli
cation of the basic standards.
Toward the end of his career Sir
Isaac Newton said that he felt like a
small boy at the seashore who had
discovered a few shells but had before
him the vast unexplored ocean. The
only common point between this re
mark and the committee on auditing
procedure is that we are now at the
seashore. The work of the committee
has not been a discovery mission, be
cause the auditing standards with
which we are dealing have been in

The Personal Standards of the Auditor
By Edward A. Kracke, New York
Member, Committee on Auditing Procedure,
American Institute of Accountants

concerns only the par
ticular standards of auditing
which relate to the qualities of
the auditor as distinct from those
standards which relate to the objectives
for attainment in the procedures he
employs in his field work and in his
reporting thereon. These personal, or
general, standards—which apply equally
to the areas of the field work and the
reporting thereon—concern the indis
pensable conditions for the satisfactory
attainment of such other standards. As
the committee on auditing procedure
has tentatively outlined them, they are:
(1) Technical Proficiency
(2) Independence
(3) Due Care
his paper

T

The order in which these standards
are here given does not purport in any
way to reflect any idea of relative im
portance, but merely their natural se
quence. To begin with; all that is
said about observing certain standards

in the employment of auditing pro
cedures naturally concerns such proce
dures as they are employed by properly
trained and experienced auditors; how
other
ever capable a man may be in the
other activities of business, he cannot
satisfactorily meet the requirements of
auditing standards without the equip
ment of training and experience in the
field of auditing. Granted that the
auditor is thus technically proficient,
the next test he must undergo is that
of independence; aside from being in
professional practice (as distinct from
being in industrial employment) he
must be without bias with respect to
the particular concern under audit,
since otherwise he would lack that im
partiality necessary for the dependabil
ity of his findings, however excellent
his technical proficiency may be. But
it is not enough for the auditor to be
technically proficient and independent
as well; he may be both of these, as
to the undertaking at hand, and yet
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be guilty of lack of due care in the
performance of his work—a dereliction
which may even be judged the graver
when chargeable against one of high
qualification otherwise.

practicing public accountant—who per
haps for understandable reasons of
practicality has not been able to meet
academic requirements for becoming a
certified public accountant—it places a
heavy duty on the authoritative bodies
passing upon applications for registra
tion to screen out those with merely
a claim to a constitutional right with
out a professional right to that claim.
The fact that a man in his mature years
may find the difficulty of acquiring a
certain academic rating so great as to
be virtually an impossibility is no ex
cuse, on the other hand, for inability
to measure up to fair practical tests of
the technical ability he has developed
from his training and experience as
an auditor. Individual rights must con
form with public welfare.
But how about the young man just
entering upon an auditing career as a
junior assistant, it may be queried. The
requisite of experience manifestly can
not apply to him. The answer to the
question is, of course, proper super
vision and review of the assistant’s work
by his experienced superior. Experience
being definitely a relative matter, the
nature and extent of supervision and
review must necessarily reflect wide
variances in practice which understand
ably cannot be the subject of rule
formulation. Here the accountant
charged with final responsibility for
the engagement must exercise a ripened
judgment in the varying degrees of his
review of the work done and judg
ment exercised by those under him,
who in turn must meet the varying
degrees of their own responsibility at
taching to the varying gradations and
functions of their work.
What has just been said about ex
perience applies, of course, equally to
the accountant’s education and the
training received therewith. One may
well be a complement of the other, and
the principal exercising final authority
upon any engagement naturally weighs
these attributes conjointly in deter
mining the extent of his supervision

(1) Technical Proficiency
The laws of our various states, begin
ning with New York just fifty years
ago this year, have provided for the
designation as “certified public account
ants” of those individuals who have
qualified under state regulations in
point of education, training, and ex
perience adequate to perform the func
tion of auditing financial statements
and their underlying records as expert
or certified public accountants. In addi
tion to these, certain of the states have
likewise licensed other accountants thus
to practice as public accountants; while
not meeting the titular requirements
of the certified public accountant, the
registered or licensed public account
ant (or unregistered accountants in
those other states where a more exten
sive regulation has not been enacted)
in the conduct of practice as an auditor
cannot claim any lower level of stand
ard observance, without impairment
of his right to hold himself out as a
fully competent auditor. The business
welfare of the public cannot tolerate
a two-level status with respect to audit
ing standards any more than its hygi
enic welfare can tolerate a dual degree
of medical service. Whatever the rea
sons that may operate to preclude a
public accountant from achieving the
titular recognition of the certified pub
lic accountant, he must expect to have
his accomplishments subjected to criti
cal judgment to make certain that they
at least reach the level of common
standards.
This is a matter of growing impor
tance with the increasing number of
states enacting accountancy regulatory
legislation of the so-called two-class
type. While admittedly the doors to
continued practice must not close on
any worthy and properly qualified
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and review. The high quality of edu
cational training with which our out
standing schools of higher education
today equip their students makes for
a greatly increased capacity of experi
ence acquisition.
(2) Independence
There is probably no concept re
lating to the professional auditor that
is today in greater need of elucidation
than that of his “independence” as
that term is widely used today. In the
profession’s early days, “hanging out
his own shingle” sufficed for an out
ward mark of independence, while the
literature of his profession taught the
simple virtue of complete intellectual
honesty as its essence. But progress
brought problems, and one of them in
the auditor’s realm was that of how
his possessing the attribute of complete
intellectual honesty might be recog
nized as something additional to the
fact of his being engaged in profes
sional public practice. So there arose
a quest for signs—signs by which any
lack of independence might be recognzed.
As a code of its ethics, the profession
has gradually compiled, through its
national organization’s rules of profes
sional conduct and the similar pro
nouncements of its state bodies, pre
cepts and conditions to guard against
the presumption of loss of indepen
dence. “Presumption” is stressed be
cause in so far as intrinsic independence
is synonymous with mental integrity,
its possession is a matter of personal
quality rather than of rules that for
mulate certain objective tests. Over the
long years lawyers have developed the
expression of “presumptions of law,”
of which the dictionary, styling them
“inferences,” says that they “are some
times conclusive, more frequently they
are rebuttable.” Stated another way, a
presumption may sometimes prove to
be presumptuous on the part of the
presumer; Caesar, of all the gentry
of Rome, it was who was advanced the

presumption that, “Caesar’s wife must
be above suspicion.” Fortunately there
persists in the human character a capa
city for a probity in thought and deed
so rugged that what might seem pre
sumptively to be a temptation is indeed
no temptation at all.
This paper will not attempt to deal
with the details of those various condi
tions and considerations affecting the
auditor’s independence set forth in the
Institute’s Rules of Professional Con
duct. Instead it will make reference—
but an emphatic one—to the book just
published this year by the Institute, en
titled, Professional Ethics of Public Ac
counting, the author of which is our
secretary, John L. Carey. In this most
able presentation of the subject, par
ticular attention is given to the aspect
of the auditor’s independence in the
light of the rules of conduct bearing
thereon. The lucid explanations of the
subject which this book gives will
surely make it an indispensable volume
in the accountant’s reference library.
In lieu of any present expatiation
upon these rules which has thus been
rendered more than just superfluous
by Mr. Carey’s admirable contribution,
this paper will venture to indulge in a
little philosophizing on the broad phase
of the subject, having in mind its fur
ther development as time goes on. It
is sure to receive its full share of at
tention in future case studies in the
entire field of auditing standards; and
a little advance philosophizing now
and then may be helpful. There is
continual danger, as our civilization
grows more complex, of trying to
match its complexity with an increas
ing reliance on divination by signs and
more and more complexity of ensuing
rule-making; we shall probably not es
cape the threat of it in our field despite
what history has to teach us. Even the
ancients, forsaking their primitive cred
ulity, came to deny the infallibility of
the ostensible signs in the omens and
portents of their soothsayers; and in
more modern times, in the field of the
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law, there grew the realization that
the path of lawmaking and enforce
ment tended to diverge from the path
of real equity.
The need for any specific rule-making
for personal conduct guidance should
in the nature of things be less in a
profession like ours, as well as in our
“older brother” profession of the law;
than in the broad field of business
generally, as is so well brought out in
Julius Henry Cohen’s outstanding work
on The Law: Business or Profession?
From the thought reactions that one
experiences in reading a thought
engendering book such as that is, the
distinction between a profession and
business (speaking, of course, of the
ideal man or woman engaged in each)
might perhaps be stated something like
this:

profession may possibly be helpful.

We accountants have perhaps mis
takenly sought to overcontrast the law
yer and the accountant in respect of
the quality of independence. The law
yer pleading his client’s cause is an
advocate, we say, whereas the auditor
rendering an opinion on financial
statements is an impartial expert. True,
but the lawyer’s work is not all plead
ing—he also renders opinions concern
ing compliance with the law, just as
the auditor does concerning compliance
with accounting principles; and, con
versely, the accountant’s work is not
all the auditing of financial statements
with his opinion rendition thereon, for
he may also, as an expert in his field,
support his client’s contentions in the
more “ex parte” relationships of in
come tax practice, patent infringement
accountings, and the like. As against
the dissimilarities between the two pro
fessions, there is the important ethical
similarity which goes to the roots of
real professional independence.
The bulwark of the lawyer’s pro
fession, as a profession, is his canons
of ethics which guide the conduct of
his practice. He must renounce certain
privileges of the market-place proper
for others, like advertising and solicit
ing business, in order that he may not
incur an obligation to his client that
might conflict with his greater obliga
tion to the court, of which he is an
officer. When the client seeks the law
yer, the relationship is manifestly less
fraught with danger to that greater
obligation than where the lawyer, seek
ing the client, may become detrimen
tally beholden to him. As an officer of
the court, his advocacy of his client’s
cause must not transcend the bounds
of that proper latitude—that room for
reasonable doubt—which the law rec
ognizes may exist in a question of in
fraction or non-infraction of its man
dates; within such bounds, the law
recognizes that there may be two sides
to a question.
Anecdotes abound to illustrate this

“A profession is a means of serving
the public. In connection therewith,
the professional man seeks to make his
living.”
“Business is a means of making a
living. In connection therewith, the
businessman seeks to serve the public.”
There is here a distinction with a real
difference that in no sense whatever
disparages the businessman the while
it imposes a greater duty on the pro
fessional man. The mere membership
in such a profession—and public ac
countancy here stands on the same
ground as the law—by incurring the
full effect of the broad precept of
“noblesse oblige,” should reduce the
need of rule-making to a minimum.
In a profession like ours, indepen
dence and ethical conduct are peculiar
ly intertwined; codes of ethics would
otherwise have little meaning. Take,
for example, even such elemental pro
scriptions as those against advertising
and soliciting business; activities meri
torious for the enterprising merchant
and the progressive manufacturer, but
improper for the public accountant
and the lawyer. Why this distinction?
A brief survey of how the concept
apparently has evolved in the older
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ideal of independence on the part of
the lawyer. They range from those, on
the one hand, that tell of Abraham
Lincoln’s refusal of cases where the cli
ent’s cause and the pleader’s conscience
could not be reconciled, to those, on
the other, where service meant only
subservience. One such concerned a
financier of long ago whose reported
quest was not for a lawyer who could
tell him what he could or could not
properly do within the law but one
who could tell him how to do legally
that which he wished to do. The Code
of Ethics adopted by the American
Bar Association contains an expression
that pithily sums up the concept of
obedience to the dictates of a scrupu
lous conscience as the real embodiment
of independence—“A self-respecting in
dependence in the discharge of profes
sional duty.”
So with the accountant in his auxili
ary activities; his professional indepen
dence is not destroyed where he fully
abides by the essential requirement of
his professional ethics, where he does
not do violence to his intellectual hon
esty. His maintenance of his client’s
accounting contention on tax matters
is proper if it is truthful; and it is
truthful if it cleaves to “the truth, the
whole truth and nothing but the
truth.” However, even in the field of
taxes, there has developed an observ
able tendency away from the position
of direct advocacy, as for instance, in
practice before the United States Tax
Court where a number of accountants
have already pointed the way in their
own practice by voluntarily substituting
the role of the accounting expert asso
ciated with the lawyer-advocate for
that of the accountant-advocate directly
handling the client’s case.
But if independence precludes any
bias in favor of a concern under ex
amination, it must equally preclude
bias against that concern; independence
would otherwise lose stature as a stand
ard for the measure of the unques
tioned and unquestionable fairness of
32

the examination made and of the re
ported findings thereon. Axe-grinding
is as impossible as lily-gilding in the
attainment of that objective; any sort
of motivation in either direction is
destructive of the attribute of impar
tiality which alone gives meaning to in
dependence. For an illustration, one
might instance the various governmen
tal functionaries concerned with the
determination of the taxpayer’s taxable
income. Particularly in recent years the
trend of motivation has been discern
ible in the making of decisions in con
troversial cases according to the yard
stick of the government’s financial in
terest. Governmental authority neither
equips its employees with anything like
true independence nor places them
under a responsibility that is in any
way comparable with the professional
auditor’s weighty personal liability for
what he says and does in the execution
of his professional work.
It is of interest, in this connection, to
refer to the status of income tax ad
ministration in Great Britain, where
the independent public accountant, the
chartered accountant, has so firmly es
tablished the recognition of his inde
pendence that, except for special prob
lems of which he has apprised the
fiscal authorities, his findings are de
terminative. This position he has well
safeguarded by an attitude of real “in
dependence in fact.” That example
from overseas it would be well for our
lawmakers to study in the interest of
a really improved fiscal administration.
So whatever it be that the certified
public accountant finds to do in the
proper exercise of his profession —
whether certification of financial state
ments or the determination of his cli
ent’s taxable liability—it is this “selfrespecting independence in the dis
charge of professional duty” that will
measure his attainment of this standard.

(3) Due Care
We come now to the third of the
personal standards, the requirement
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that the auditor perform his work with
due care. What are the factors to in
dicate whether under given conditions
he has or has not exercised due care?
It is through the answer to this ques
tion that this third personal standard
serves as the gateway to the subject
matter of the two papers to follow
this, namely, standards for the auditor’s
field work and standards for his re
porting thereon. It is with reference
to these that any question of due care
or its lack will find the full answer.
Lawyers often quote Cooley on Torts
for the applicable rule of law, which
that authority has worded so lucidly
that it merits quotation here:

or non-observance of which spell the
difference between procedures profes
sionally applied with judgment and
procedures mechanically applied by
rote. Moreover, just as this respon
sibility naturally rests more weightily
on him than on one not possessing his
training and experience undertaking to
do like work, so just as naturally does
responsibility, within the auditor’s or
ganization, rest more upon the prin
cipal in charge of an examination than
upon an assistant performing a minor
part of it. With the greater equipment
of sound judgment gained from a great
er fund of experience, the principal
must not fail to exercise due care in a
critical review of the work done and
the judgment exercised by those under
him. Responsibility cannot be severed
from authority.
Briefly stated, then, these further
standards, which the ensuing papers
cover, will outline the general pro
cedural tests as to whether or not the
auditor’s work has been performed
with due care; not merely whether
proper procedures have been employed,
but beyond that whether, under all
the circumstances of a case, those pro
cedures have been properly applied and
coordinated. As to the field work, these
questions are, of course, directed to the
auditing procedures of the auditor,
whereas, in the reporting thereon, they
are directed to the accounting proce
dures of the client, while in both cases
they propound the further question as
to whether specific disclosures may be
additionally required. It is the func
tion of the cumulative case studies of
the committee’s future activities to seek
proper answers to those questions.

“Every man who offers his services
to another and is employed assumes
the duty to exercise in the employ
ment such skill as he possesses with
reasonable care and diligence. In all
those employments where peculiar skill
is prerequisite, if one offers his ser
vices, he is understood as holding him
self out to the public as possessing the
degree of. skill commonly possessed by
others in the same employment, and,
if his pretentions are unfounded, he
commits a species of fraud upon every
man who employs him in reliance on
his public profession. But no man,
whether skilled or unskilled, under
takes that the task he assumes shall be
performed successfully, and without
fault or error. He undertakes for good
faith and integrity, but not for in
fallibility, and he is liable to his em
ployer for negligence, bad faith, or
dishonesty, but not for losses conse
quent upon mere errors of judgment.”

Due care imposes a weighty respon
sibility on the auditor to give heed
to procedural standards, the observance
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must meet the test of the quotation presented by the pre
at least three standards—com vious speaker.
The first conclusion which we may
petence, independence, and due
deduce is that the requirements of due
care. Competence and independence
are fundamental and are involved in care are matters of opinion and not
substantially all of the relationships fact. The second is that tests of due
between the auditor and his client and care must be made with regard to the
third parties. They are acknowledged facts of a particular case. It necessarily
and implicit and may be taken for follows that the circumstances pertain
granted. Hence, due care is the stan ing in a case in point cannot be ig
dard with which the auditor is pecu nored. On the contrary, they are the
substance from which conclusions, if
liarly concerned in his field work.
Question arises whether the auditor sound, must be drawn.
It thus becomes evident that the im
can ever be sure that the procedures
which he plans to include in his ex plications of the general standard of
amination and their careful application “due care,’’ when applied to field work,
will be adequate to discharge his re engender still other standards which
sponsibility of due care. While the serve to measure the quality of the
requirements of due care may be tested work done. These standards of per
by reference to facts, the appraisal of formance have tentatively been desig
those facts and their significance must nated as:
remain matters of judgment and opin
1. Adequacy of preparatory planning
ion. If it were not so, we would not
of field work.
now be discussing standards which, long
2.
Proper evaluation of the existing
since, would have been reduced to
internal
control for reliance thereon
rules as inflexible and arbitrary as
and for the determination of the
those which govern the measurement
resultant extent of the tests to which
of space and time. It therefore follows
auditing procedures are restricted.
that although the auditor may have
3. Competence of evidential matter.
reasonable assurance of the adequacy
of his program, he seldom, if ever, can
The three standards cited to a great
obtain absolute certainty. Except in extent are interrelated and interde
elemental situations where a complete pendent. The same circumstances which
examination of all details is required would be germane to a determination
and undertaken, it would appear that of whether one of such standards has
the auditor would be guilty of con been met may be equally applicable to
templating more work than could be a test of a second. For example, the
justified if he seeks to plan his engage elements of “risk” and “materiality”
ment so that he may be absolutely are later discussed in relation to the
sure it will meet the tests of due care. adequacy of planning. Both are at least
If he cannot secure certainty, he can, equally pertinent to proper evaluation
by pre-judging the implications of due of internal control.
care, at least obtain a satisfactory and
Adequacy of Planning
workable degree of confidence. A de
A prerequisite to planning, especially
pendable beginning can be made by
analysis of the meaning of due care, in the case of new engagements, is a
the substance of which is expressed in broad appraisal of the pertinent facts

F

ield work
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which will become more detailed as
the work progresses. Whatever the scope
which ultimately may be decided upon
and without regard to the specific pro
cedures which may be selected within
that scope, the standards of planning
would appear to concern the timeliness
of the procedures and the orderliness
of their application.
The timeliness with which auditing
procedures are undertaken concerns the
need—all with reference to the degree
of internal control existing—of simul
taneous examination, for example, of
cash on hand and in banks, securities
owned, bank loans, etc. It may involve
reliance upon the element of surprise,
the need of establishing control over
assets readily negotiable, effective co
ordination of various phases of audit
work, and the establishment of a proper
cut-off at a date other than the effective
date of the examination.
The need of orderliness with which
procedures are carried out is apparent
in the application of the accepted audit
ing procedures of inventory observa
tion and inventory testing. Proper pre
liminary review of proposed inventory
procedures, as planned by the com
pany, is essential for this purpose as is
proper coordination of the receipt and
shipment of goods and of goods on
consignment, etc., with the books on
account and with the physical inven
tories.

as to the engagement as a whole but
also as to the various assets, liabilities,
and other items which are to be sub
stantiated. Cash and those assets which
are readily convertible into cash neces
sitate audit procedures which differ
from those properly applied to other
assets not having the same character
istics as, for example, plant. Much has
been written concerning the auditor’s
responsibility for discovery of defalca
tions and other irregularities. It seems
fairly well established that his respon
sibility depends to a large extent upon
the nature of the examination which
he is making. It has been affirmed that
so-called balance-sheet examinations
are not undertaken for the purpose of
discovering irregularities. Although the
auditor may be able to establish a
background which may result in legal
support for that point of view, he
will, if prudent, and notwithstanding
his own convictions on the question,
give thought to the relative risk of
misstatements through undisclosed ir
regularities involving liquid assets.
Again, the relative possibilities of sub
stitution of similar or identical types
of assets must be weighed by the au
ditor. For this reason, as previously
pointed out, he makes sure that nego
tiable securities and the like are under
his control at the time he is substan
tiating cash.
One of the characteristics of accounts
receivable in certain types of businesses,
as, for example, public utilities, is the
existence of a relatively large number
of accounts arising from residential ser
vice. Ordinarily, the balance in any
individual account is trivial. The risk
of material error is manifestly much
less than in those cases where the total
accounts receivable are represented by
relatively few accounts having large
individual balances. Accordingly, cir
cularization of consumers in public
utility examinations is undertaken as
a test upon the functioning of the in
ternal control of the company rather
than as a check upon the client’s repre

Materiality and Relative Risk
Perhaps two of the most fundamental
of the circumstances bearing upon the
adequacy of planning in any situation
are the existing degrees of materiality
and relative risk. Here we encounter
a mutuality in terms which defies
separate consideration. For present pur
poses it is doubtful if materiality has
any practicable meaning apart from
risk, and relative risk is a mere aca
demic concept when not accompanied
by materiality.
It follows that materiality and rela
tive risk are primary factors not only
85
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Observation of material amounts of
inventories in many examinations
might well be required procedures even
though the inventories be located at
points which are difficult and costly
to reach. On the other hand, the pro
cedure of observation, inspection, or
counting should not be applied blindly
to all inventories wherever located. The
auditor, in establishing his program
and deciding upon the points at which
that procedure should be applied, prop
erly may consider the element of ex
pense. In general, the factor of expense
should be considered in selecting one
of several alternate procedures but
should not be relied upon to justify
failure to obtain reasonable grounds
for an opinion. The auditor cannot
afford the luxury of calculated risks!

sentations as to the authenticity of the
accounts. Thus, materiality has a very
direct bearing upon risk. Those matters
which could be most material neces
sarily require the greatest degree of
certainty. This does not necessarily
mean that the most material items
will require the greatest expenditure
of audit time nor, conversely, that the
least material items can be substan
tiated most quickly. It often happens
that the auditor is confronted with a
condition in which the exercise of due
care makes necessary an extended pro
gram of work which, superficially,
seems out of all proportion to the
amount of money involved.
It is standard procedure for depart
ment stores and other retail establish
ments to deliver merchandise to cus
tomers without requiring receipts evi
dencing such delivery. This procedure
leaves the seller very little useful evi
dence which he could produce to defeat
claims of non-delivery. Such practices
are not the results of oversight but
result from an election to assume a
calculated risk. The effort and expense
involved in alternative procedures,
which are more satisfactory from the
point of view of protection, have been
determined to be excessive and out of
proportion to the economic benefits to
be gained by their adoption.
It is one thing for establishments of
the kind mentioned to forego full pro
tection based upon consideration of the
expense attaching to alternative pro
cedures. It is quite another for the audi
tor to base his judgment on the same
factors. It is exceedingly doubtful that
the failure by an auditor to undertake
a required procedure can ever be ex
cused solely on the grounds that “it
cost too much.” Nevertheless, one of the
circumstances which may be justifiably
considered in determining “required”
procedures is the economic factor of
expense involved, particularly when
this factor is properly evaluated in
relation to the elements of risk and
materiality.

Evaluation of Internal Control
It is recognized that the auditor, in
formulating his program, is entitled to
give appropriate weight to the degree
of internal control in force. The func
tion of internal control is to provide
some measure of assurance that errors,
intentional or otherwise, and irregulari
ties may be discovered with reasonable
promptness, thus minimizing risk. Ade
quate evaluation of a system of internal
control requires not only a knowledge
of the procedures and methods in use
and an understanding of their function
and limitations but also a reasonable
degree of assurance that the procedures
actually are in use and operating as
planned.
The review of internal control is one
of the most important of the steps in
proper planning of the audit and must
not be casually undertaken or care
lessly performed. Insofar as the cir
cumstances permit, the auditor must
independently develop a personal
knowledge of procedures and methods
in use. A systematic and clear record
should be made of the facts developed
by the review. In his record, the pru
dent auditor will make a clear distinc
tion between those facts which he has
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independently established and those
which, by force of circumstances, he
has accepted based upon oral repre
sentations.
Assurance that the internal control
is functioning as planned should be
obtained as the audit procedures adop
ted are applied. For this reason many
auditors prefer not to make a separate
task of evaluating the internal control
as a whole but rather to make their
review of the controls applicable to
the various assets, etc., while the related
accounts are being audited. This cor
related approach makes it possible to
amend the program of audit to suit
prevailing conditions.
One approach frequently employed
in checking on the efficiency of the
system of internal control is by tests
made in relation to particular accounts
and records. For example, certain ex
pense accounts may be selected and
an assistant instructed to procure and
examine all of the evidence supporting
the entries in such expense accounts
for a stated period or, to use another
illustration, one of the books of origi
nal entry for a selected period may
be subject to detailed examination.
Extensive insight into a system of con
trol also can be obtained by investi
gating a series of related transactions.
Accordingly, an approach under which
all phases of one class of transaction
are subjected to tests is especially re
warding. For example, review of the
data supporting the various steps re
sulting from a requisition for materi
als, including the preparation of the
purchase order, the record of the re
ceipt of the material, the approval of
the voucher for payment, payment
therefor and the entering of the related
entries in the books of account is usu
ally more revealing than the examina
tion of vouchers or checks for a spec
ified period of time.
Where an internal auditing depart
ment exists the independent auditor
very properly accords that fact appro
priate weight in selecting and applying

his auditing procedures. The advan
tages of strong internal auditing de
partments are becoming better recog
nized by many organizations of suffi
cient size to warrant interest in the
subject. The tremendous expansion of
volume and collateral details during
the war, the shortage of trained clerical
and other help and other circumstances
accelerated the growth of interest in
internal auditing. It reasonably may
be expected that many organizations
which, prior to the war, had no such
departments will continue those created
during the war on a scale commen
surate with postwar conditions. For
this reason, it may be appropriate to
repeat the word of caution which ap
peared in Statement No. 2 issued by
the Committee on Auditing Procedure
in December, 1939, from which the
following is quoted:
“Internal auditing departments are
an important part of the system of
internal check and control, particularly
where a concern has numerous plants
or offices. The work of the internal
auditor reduces the volume of testing
and checking required of the inde
pendent auditor. However, the objec
tives, purposes, and points of emphasis
of the two are by no means parallel.
An internal audit stresses particularly
the accuracy of the bookkeeping rec
ords, the fact that they conform with
standard accounting procedures of the
concern, and the discovery of irregu
larities and possible shortages. The in
dependent auditor also has these mat
ters in mind but they are not his
primary objective. He concerns him
self more particularly with the sound
ness of the judgments of the manage
ment as reflected in the financial state
ments and their conformity with gen
erally accepted accounting principles
and conventions. Furthermore, one of
the safeguards of an independent audit
is the fact that it is made by those
independent of the concern under ex
amination. For the reasons stated, an
internal audit, however efficient, can
not be considered as a substitute for
the work of the independent auditor.”
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Competence of Evidential Matter
The bulk of an auditor’s work in
obtaining information upon which he
may base his opinions is in the ex
amination of accounting evidence.
The test of the validity of such evidence
lies in the experience and judgment of
the auditor; in this respect it differs
from legal evidence which is circum
scribed by rigid rules. In appraising the
value of available evidence, the auditor
must consider its historical background.
Information which is developed as a
matter of routine ordinarily may be
accorded more reliance than might
attach to casual memoranda.
Unless the auditor has an under
standing of the system of accounting
methods and procedures which are used
by his client he cannot have a very
clear idea of the character of support
ing evidence which may be available
for his review. Under such circum
stances, although he may be embar
rassed, he should not be astonished
if written evidence is later produced
to refute oral evidence on which he
has relied.
To discharge the requirements of
due care, the auditor must defer the
selection of his procedures until he
has obtained a dependable understand
ing of the available evidence and—of
equal importance—formed some judg
ment as to its reliability. Although he
does not profess to be an expert on
forgeries, the auditor must be alert to
recognize inconsistencies and apparent
alterations which would reflect upon
the value of the data.
For convenience, accounting evidence
may be divided into two primary cate
gories. The first would include data
available internally, or within the cli
ent organization. The second would
embrace the type of evidence developed
outside the sphere of normal organi
zation records and routines.
Examples of internal evidence would
be the books of account and all of the
collateral memoranda and documents
incidental to and supporting recorded

transactions, such as journal entries,
checks, vouchers, invoices, bank state
ments, contracts, and minutes of board
meetings. The auditor’s examination
of the internal evidential matter is
accomplished through his tests. There
is no magic formula by which a proper
degree of testing may be established
any more than there is a uniformly
satisfactory method of selecting the
audit procedures which are appropriate.
Tests made haphazardly are without
significance and will be of little com
fort to the auditor who is called upon
to demonstrate that he has exercised
due care in his examination. The ob
jective of testing is to determine
whether reliance may be placed upon
the client’s representations as expressed
in the books of account and financial
statements. The appropriate degree of
test will be that which may reasonably
be relied upon to bring to light errors
in about the same proportion as would
exist in the whole of the record being
tested.
External evidential matter would in
clude corroborative testimony deve
loped by the auditor as, for example,

(a)
(b)

(c)

Confirmations requested from ex
ternal sources;
Inspection or observation by the
auditor of the physical existence
of assets;
Inquiries directed by the auditor
to various officials and employees
in connection with required lia
bility certificates, etc.

A brief reference to these procedures
will assist in a comprehension of this
phase of the subject.

Confirmations
Substantiation of material amounts
of cash on deposit requires the obtain
ing of direct confirmations from the
depositary. Determination of both the
bona fides of the depositary and the
availability of the cash balances are
inherent in a proper procedure, Ex
amination of receivables requires direct
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communication with debtors where
such procedure is practicable and rea
sonable, the method and extent thereof
being dependent upon the circum
stances. Where securities and portions
of inventories are held by outside cus
todians, confirmations obtained from
custodians are valueless unless there is
reasonable evidence of the bona fides
of the custodians. Liabilities to banks,
trustees, and mortgagors (and to others
where deemed necessary in the cir
cumstances) require confirmation by
direct communication with the credi
tors; likewise, outstanding stocks and
bonds are confirmable by communica
tion with registrars and/or transfer
agents where such exist.
The observance of proper standards
in this respect would include due re
gard to the end to be served by the
confirmation requested. Two examples
may be given to illustrate the thought:

of the payables; even a 100 per cent
confirmation of all recorded payables
may prove nothing with regard to the
substantial omission from the books
of a liability that was not recorded but
should have been. As a proper standard
for observance, therefore, the auditor
should not accord the same conclusive
ness to confirmation of payables as he
would to confirmation of receivables.

Inspection or Observation
Inspection or observation adds con
clusiveness to the substantiation of cash
and securities on hand and inventories
on the premises. Materiality of amounts
and the practicability and reasonability
of application of the procedure are
factors which demand careful judg
ment as they are determinants of the
steps which may be applicable under
the circumstances.

Specific Inquiries
One of the auditor’s most difficult
tasks is the ascertainment of liabilities
to which no direct reference appears
in the accounts. Many auditors ask
their clients for written assurances that
all known liabilities have been recorded
in the books. Inquiries are also standard
procedures to elicit the existence of
contingencies and recourse to pledging
of assets. Such inquiries, and the re
sponses obtained, are not to be consid
ered as a substitute for, but rather as a
complement of, a proper examination.
The auditor must avail himself of every
reasonable recourse which will afford
substantiation of information devel
oped by inquiries.
For the same reasons that the audi
tor’s correspondence files should con
tain a clear history of the basis on
which each examination is undertaken,
the audit working paper files should
comprise an unambiguous history of
the planning, execution, and super
vision of the audit details. As noted,
it is regarded as sound practice to in
clude a record of the investigation
made of the adequacy of internal con
trol and other factors considered in

(1) In a question of whether re
ceivables should be confirmed by posi
tive or negative confirmations, there
is no justification for reliance upon
a non-response to a negative confirma
tion where, equally, no response was
to be expected to a positive confirma
tion. During the war, amounts receiv
able from the United States Govern
ment were found to be not susceptible
of confirmation because government
agencies declined to confirm. In such
situations a negative confirmation
would not be a purposeful use of the
confirmation procedure. Similar in
stances may well confront the auditor
in attempted requests from certain
large suppliers.
(2) In the case of confirmation re
quests covering receivables on the one
hand and payables on the other, there
is a significant difference to be con
sidered. In the case of receivables,
where the asset may be claimed as
being stated at least in its entirety (the
objective of confirmation being the
possible decrease of the claimed asset),
the confirmation procedure may be ex
pected to serve its legitimate purpose.
This is not true, however, in the case
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selecting the procedures adopted. A
satisfactory set of audit records is at
least presumptive proof of an engage
ment completed in a professional man

ner. The absence of such records may
be presumptive evidence to the contrary
if the standards of field work are
challenged.

Standards of Reporting
By John A. Lindquist, New York
Member, Committee on Auditing Procedure,

American Institute of Accountants

THE ULTIMATE OBJECTIVE of the
examination of the financial
statements by the independent
certified public accountant is the ex
pression of an opinion respecting the
statements. The report or “certificate,”
the latter a term that survives like a
hardy weed though wholly inappro
priate in virtually all cases, is the
medium through which the independ
ent certified public accountant express
es his opinion on the financial state
ments that have been subjected to his
auditing procedures. In this discussion
only the reporting on examinations of
financial statements will be considered,
and particularly the so-called “short
form” of report. Reports on special
investigations or on other kinds of en
gagements will be disregarded.
In most cases in which a report is
made on financial statements for publi
cation, the so-called short form is used.
That form as set forth in “Extensions
of Auditing Procedures” centers the
accountant’s opinions on—

made in accordance with gen
erally accepted auditing stan
dards applicable in the cir
cumstances, and whether or
not the examination omitted
any procedure deemed neces
sary by the independent cer
tified public accountant in the
circumstances.
In addition, Rule 2.02 of Regulation
S-X, issued by the Securities and Ex
change Commission, requires in reports
on financial statements filed with the
Commission, a statement as to—

"the nature of, and the opinion of
the accountant as to, any significant
differences between the accounting
principles and practices reflected in
the financial statements and those
reflected in the accounts after the
entry of adjustments for the period
under review.”
The long form of report is generally
distinguished from the short form by
the inclusion in some cases of discus
sion of procedures followed, explana
tions or details of important items in
the financial statements, etc. The stan
dards of reporting, however, remain
the same whether the report be the
“long form” or the “short form.” With
the purpose of the independent certi
fied public accountant’s report on fi
nancial statements in mind, it is evi
dent that the value of the report
depends on the adherence to standards
that can be summarized in the prin
ciple of “The truth, the whole truth,
and nothing but the truth.”

fairness of presentation by the
statements of position and re
sults of operations in accord
ance with generally accepted
accounting principles, and
(ii) consistency of application of
these principles.
There also are included, as a pro
logue, as it were:

(i)

(i)
(ii)

a statement of the scope of the
examination, and
representations as to whether
or not the examination was
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Independence
While this is the desideratum, it
should be clear that the opinion ex
The general standard previously al
pressed by the independent certified luded to obviously requires complete
public accountant is not, and cannot disinterestedness on the part of the
be, more than that of one rightfully independent certified public accoun
entitled to express an informed opin tant in the formulation and the ex
ion. It should be emphasized that in pression of his opinion. This implies
no sense is it a guarantee. The limita independence of judgment and objec
tions of his functioning preclude the tive consideration of facts as the de
assigning to the independent certified terminants of the opinion. This does
public accountant of the responsibility not mean the attitude of a prosecutor,
of a guarantor. In his examination or but rather the impartiality of a judge
audit the independent certified public and realization by the independent cer
accountant by the use of selected pro tified public accountant in expressing
cedures endeavors to assure himself of his opinion, of his triple responsibility
the propriety of the representations to—
made in the financial statements by the
(i) the owners of the business—
issuer of the statements, and the ac
generally, in these days, the
countant’s procedures are not to be re
holders of equity securities of
garded as equivalent to independent
a corporation;
determination of the representations
(li) creditors of the business, and
contained in the statements. In the
(iii) those who may become own
selection of his audit procedures in ac
ers or creditors, relying in
cordance with “generally accepted aud
part upon the independent
iting standards applicable in the cir
certified public accountant’s
cumstances” the independent certified
report,
public accountant exercises his experi
enced judgment as a qualified profes all as distinguished from the manage
sional person; but this judgment can ment of the business.
The postulate of independence logi
not be assumed to be infallible. Un
usual circumstances, such as extra cally requires that the independent cer
ordinarily extensive collusion, may in tified public accountant, if in his judg
hindsight appear to indicate error of ment the circumstances warrant, must
judgment, but that hindsight does not be prepared to refuse to express an
ipso facto impeach the quality of the opinion if he believes that his examina
independent certified public accoun tion, by reason of restrictions or cir
tant’s performance at the time he cumstances, has not been such as to
afford him a basis for an informed
selected his procedures.
In what has gone before, attention opinion, or his reservations or excep
has been centered on the broad phi tions with respect to the financial
losophy of the standards to be observed statements are of such extent that
by the independent certified public attempt to express an opinion would
accountant in reporting on his exam be misleading in result.
ination of financial statements. It is
Due Care
now appropriate to consider in some
In formulating his opinion the in
detail the application of the standards dependent certified public accountant
to certain phases of the independent must have due regard for—
certified public accountant’s report.
(i) the scope of the examination
These may be considered from the
made, and
standpoint of independence, due care,
(ii)
any exceptions which he con
and the opinions to be expressed.
siders necessary with respect to
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Without the basis of an adequate
examination the independent certified
public accountant lacks the fundamen
tals for formulating, let alone express
ing, an opinion. In a case decided
some years ago the highest appellate
court of the State of New York found
against an opinion on financial state
ment because, the court said, the opin
ion purported to speak as of knowl
edge when knowledge there was none.
In some circumstances of pervasive
exceptions, while an over-all opinion
cannot be given, it may be possible to
express a limited opinion to the effect
that outside of the excepted matters,
the financial statements do reflect the
application of generally accepted ac
counting principles consistently ap
plied. When that is done, however,
the report must make clear beyond
the possibility of a doubt that an
over-all opinion as to position or oper
ating results is not intended.
Due care also extends to clear dis
tinction of exceptions from explana
tory matter or matters of information.
Exceptions should be expressed in the
opinion, and in clearly understand
able language, and should in general
be specific as to the matters to which
they relate. Explanatory matter or mat
ters of information should preferably
be given in footnotes to the financial
statements.

the accounting principles fol
lowed in the accounting of the
issuer of the statements and
reflected in the statements.

In “Extensions of Auditing Proce
dure,” adopted by the Institute at its
1939 meeting, it is said that—

“The independent certified public ac
countant should not express the opin
ion that financial statements present
fairly the position of the company and
the results of its operations, in con
formity with generally accepted ac
counting principles, when his excep
tions are such as to negative the opin
ion, or when the examination has been
less in scope than he considers neces
sary. In such circumstances, the inde
pendent certified public accountant
should limit his report to a statement
of his findings and, if appropriate, his
reasons for omitting an expression of
opinion.”
The principle of the foregoing is
reiterated at another point in “Exten
sions of Auditing Procedure,” when in
reference to omitted procedures it is
said that—
. if . . . exceptions are sufficiently
material to negative the expression of
an opinion, the auditor should refrain
from giving any opinion at all, al
though he may render an informative
report in which he states that the limi
tations or exceptions relating to the
examination are such as to make it
impossible for him to express an opin
ion as to the fairness of the financial
statements as a whole.”
The foregoing quotations point the
necessity for due care and, it will be
noted, two circumstances are named as
indication of conditions in the face
of which the independent certified pub
lic accountant should not express an
over-all opinion on the financial state
ments. These circumstances are:
(i)

(ii)

an examination “less in scope
than he considers necessary”;
exceptions so pervasive that
they in effect negative the opin
ion.

Opinions to Be Expressed
The independent certified public ac
countant’s opinion, as has been pointed
out, is presumed to be predicated on
an adequate examination, one that has
been made in accordance with “gen
erally accepted auditing standards ap
plicable in the circumstances” and
which included all procedures deemed
necessary. The report should therefore
disclose if in any material respects the
examination has, for any reason, not
conformed to such standards or
omitted any procedures deemed neces
sary. Such a situation, it will be re
called, may require an exception to
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representations made might be mis
leading because incomplete. Mere ver
bosity in disclosure should not be mis
taken for completeness; brevity of dis
closure is often more helpful to the
discerning reader than amplitude of
words. What constitutes material in
formation requiring disclosure in, or
in connection with, financial state
ments, is for the independent certified
public accountant to determine in the
exercise of his best judgment. That
later events may give greater impor
tance to matters that at the time ap
peared to be of minor consequence
does not, of itself, impugn the sound
ness of the auditor’s judgment. Fore
sight, and hindsight after the event,
cannot be admitted to be of equal
weight in passing upon conclusions
reached at the earlier time; hindsight
should be eliminated from the factors
by which the soundness of past con
clusions are judged. Matters which the
independent certified public accoun
tant deems of such significance as to
require disclosure, if omitted from the
financial statements or from footnotes
thereto, should be included in his re
port or opinion.
Consideration of whether or not ac
counting principles have received con
sistent application requires the exer
cise of judgment as to whether a
change is (a) the proper consequence
of altered conditions, (b) a change
to a procedure of definite preference
in general practice from one not en
joying such preference, though both
procedures may be acceptable, or (c) is
merely the choice, when two or more
alternative procedures are available, of
an alternative not dictated by change
in circumstances and with possibly ul
terior motives. Changes of the lastmentioned type are sometimes adopted
by issuers of financial statements merely
because they bring about more favor
able showings of operating results or
presentation. Consistency of applica
tion of accounting principles should
not be understood to mean refusal, as

the opinion or the withholding of an
opinion.
The particular aspects of the ex
amined financial statements to be dealt
with in the independent certified public
accountant’s opinion have previously
been described as—
(i)

(ii)

fairness of presentation by the
statements in accordance with
generally accepted accounting
principles; and
consistency of application of
these principles.

The determination of whether “gen
erally accepted accounting principles”
have been adhered to requires the ex
ercise of judgment on the part of the
independent certified public accoun
tant, as well as knowledge as to what
principles have found general accep
tance even though certain of these in
manner of application may have re
ceived only limited usage. An account
ing principle may be found to have
only limited employment, but still have
general acceptance—for example, the
sinking-fund principle of depreciation
accounting.
Fairness of presentation, apart from
relationship to generally accepted ac
counting principles, requires consider
ation of adequacy of disclosure of ma
terial matters. Adequacy of disclosure
is concerned with form and arrange
ment of statements; terminology used;
amount of detail given; sufficiency of
explanatory or descriptive matter; class
ification of items in statements; bases
of amounts set forth, for example, with
respect to such assets as inventories
and plant; liens on assets; preferred
dividend arrearages; restrictions on di
vidends; contingent liabilities. This
enumeration is not intended to be
exclusive—merely indicative. Adequate
disclosure also requires the reporting
of material information necessary to
make the statements not misleading.
Adequacy of disclosure of material
information should take into consider
ation, among other things, whether the
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consistent, of changes in application
made necessary by changes in operating
conditions or other governing circum
stances.
A phase of the question of consis
tency in application of accounting prin
ciples is that of the significance, or
materiality of the effect, of a change.
With respect to this the Securities and
Exchange Commission in Rule 3.07 of
Regulation S-X requires that—

“If any significant change in ac
counting principle or practice, or any
significant retroactive adjustment of
the accounts of prior years, has been
made at the beginning of or during
any period covered by the profit-andloss statements filed, a statement there
of shall be given in a note to the
appropriate statement, and, if the
change or adjustment substantially af
fects proper comparison with the pre
ceding fiscal period, the necessary ex
planation.”
The essence of this rule can well be
taken by the independent certified pub
lic accountant as a guide in consider
ing whether disclosure is necessary of
changes in consistency in the applica
tion of generally accepted accounting
principles, and the manner of making
the disclosure.
In the foregoing there has been no
attempt to do more than present broad
ly and in a general way, the standards
of reporting that should be observed
by the independent certified public ac
countant in reaching, and stating, his
opinion on financial statements ex
amined by him. Obviously, considera
tion cannot be given within the limits
of this discussion to the innumerable
circumstances that can affect a par
ticular opinion or report. The circum
stances must be weighed by the in
dependent certified public accountant
and, in the language of “Extensions
of Auditing Procedure,” determined
“as in other phases of procedure re
quiring the exercise of his judgment.”
In closing, a reminder of certain of

the Institute’s Rules of Professional
Conduct, with respect to the report of
an independent certified public accoun
tant, would be in order. Rule 5 has
this to say about an opinion on rep
resentations in financial statements
which the independent certified public
accountant has examined:
“ (5) In expressing an opinion on
representations in financial statements
which he has examined, a member or
an associate shall be held guilty of an
act discreditable to the profession if:
(a) He fails to disclose a material fact
known to him which is not disclosed
in the financial statements but dis
closure of which is necessary to make
the financial statements not mislead
ing; or
(b) He fails to report any material
misstatement known to him to appear
in the financial statement; or
(c) He is grossly negligent in the con
duct of his examination or in making
his report thereon; or
(d) He fails to acquire sufficient in
formation to warrant expression of an
opinion, or his exceptions are suffi
ciently material to negative the ex
pression of an opinion; or

(e) He fails to direct attention to any
material departure from generally ac
cepted accounting principles or to dis
close any material omission of generally
accepted auditing procedure applicable
in the circumstances.”
There is another of the Rules of
Professional Conduct that bears on the
subject of a report, and that is Rule 6,
which reads as follows:

“ (6) A member or an associate shall
not sign a report purporting to express
his opinion as the result of examina
tion of financial statements unless they
have been examined by him, a member
or an employee of his firm, a member
or an associate of the Institute, a mem
ber of a similar association in a foreign
country, or a certified public accoun
tant of a state or territory of the
United States or the District of Colum
bia.”
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dependent certified public accountant
in the planning and execution of an
examination, and the reporting there
on.

Independence, competence, and due
care, it can well be reiterated in sum
mary, all are fundamental standards
to be ever borne in mind by the in
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III. Developments in Cost Accounting
During the War as They
Affect the Auditor
By J. Harold Stewart, Massachusetts*
Member, American Institute of Accountants

W find ourselves today
e
emerging from a war to
posecute which our govern
ment spent approximately three
hundred and fifty billion dollars
($350,000,000,000), a figure which de
fies comprehension. Government spend
ing in the war effort set a pace which
carried with it correspondingly in
creased industrial and individual
spending, and we still appear to be
on a spending spree. Under these cir
cumstances, the question of costs has
been secondary to the consideration of
obtaining goods and services both of
which were, and still are, scarce. How
ever, it is inevitable that when supply
more nearly approaches the demand for
goods and services, both buyer and
seller must become cost conscious. The
transition from cost carelessness to cost
consciousness is not easy.
The war’s necessities developed with
in us a mental attitude toward costs
which must be altered to meet postwar
conditions. During the war, from the
standpoint of industry, cost represen
tations were considered in contempla
tion of their effect upon government
procurement offices, price adjustment
boards, OPA administrators, and other
interested governmental agencies. The
war period necessitated controls, the
release of which has already altered
and will continue to alter materially
our production pattern. During the
war we had controls on materials,
labor, wages, rents, selling prices, and
even profits through the operation of

renegotiation, toward pricing, and the
excess profits tax law.
In making cost representations to
the government during the war, pro
ducers usually considered the effect of
such representations upon the govern
mental agencies with which they were
dealing. Cost representations which had
such a direct bearing upon the prices
to be obtained for war products were
naturally less objective than would
have been the case under peacetime
conditions where prices are set gen
erally by the operation of the law of
supply and demand. Many war con
tractors were faced with demands from
governmental agencies for cost in
formation which their accounting sys
tems were incapable of supplying read
ily. Necessity forced contractors to im
provise frequently and resort to paint
ing their cost pictures with a broad
brush. Over-all figures as to elements
of cost were used in estimating costs
of particular products in many cases
due to the lack of individual product
costs. The procurement agencies were
usually sympathetic with the contrac
tors’ difficulties, and ordinarily accepted
reasonable representations which did
not purport to be precise. The pro
curement agencies recognized that
practical considerations must govern
if the procurement needs of the war
program were to be met.
It should be remembered also that
renegotiation and high income and
excess profits taxes acted to correct
excessive pricing and there could be

* Read by Leslie Mills of New York (member, American Institute of Accountants), in
Mr. Stewart’s absence.
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ments have recognized this fact and
are treating labor relations with the
same care and consideration which
characterize their public relations pro
grams. Since the close of the war there
has been some indication that labor is
not completely satisfied with the ob
jectivity of the financial representations
of management. It will require a cam
paign of education and frankness to
eradicate some of the suspicions which
now exist. These suspicions are born
of ignorance, and in the necessary edu
cational campaign the certified public
accountant can, and undoubtedly will,
play an important role.
It is in the interest of both labor
and management that more be known
of the part which labor is playing in
the operations of industry. You have
probably noticed that some of the more
up-to-date corporate reports set forth
very clearly the relative returns to the
workers and owners. It has become
desirable and even necessary that labor,
as well as capital, be kept informed
of the results of its efforts if it is to
be kept satisfied with its rewards. If
labor and capital are to be rewarded,
the basis of their compensation must
rest on production which, rather than
profits, appears to be the sound yard
stick in measuring fair compensation.
Most of you have undoubtedly read
the editorial in the May 1946 issue of
The Journal of Accountancy which
stressed the soundness of production
as opposed to profits as a basis of com
pensation. As a matter of implementing
this philosophy, I think financial re
ports can be improved by relating
more often the cost of labor to pro
duction both in terms of quantity and
value. This relationship must be stated
in the simplest terms possible so that
it may be understood by those who
are not skilled in the language of
accounting and finance.
During the war, as one means of
keeping employees satisfied, we have
seen a substantial increase in the num
ber of incentive and profit-sharing

little justification for insisting upon
meticulous costing and pricing which
under other circumstances might be
desirable and required. Renegotiation
particularly, with its over-all approach
to war business as a whole, without
regard to profits or losses on individual
war contracts and subcontracts, made
precise costing by products or contracts
academic for many war producers.
The statement of principles of de
termining costs in connection with the
settlement of terminated war contracts
is a good example of the government’s
wartime attitude toward cost determi
nation. This statement, which is in
cluded in the Contract Settlement Act,
gave contractors and government agen
cies considerable latitude in ascertain
ing costs and applying them to ter
minated war contracts. In the interest
of practicality it avoided finely spun
theory.
Developments since the close of the
war, particularly the elimination of
the corporation excess profits tax and
termination of renegotiation, have re
sulted in costs attaining renewed sig
nificance since management’s control
of them can now result in substantial
benefits to it.
In the attempt to meet the demand
for more enlightening cost information,
industrial accountants and independent
public accountants are faced with new
duties and the solution of problems
born of our war experience. I shall
attempt to indicate some of those which
seem worth directing to our attention.
One of the most significant develop
ments resulting from the war is the
increased emphasis on labor in our
industrial pattern. Labor is today, in
my opinion, the most significant ele
ment of cost. As the result of our
wartime needs, labor became, and still
is, scarce. In consequence, wage levels
have risen, new forms of compensation
contracts have been devised, and labor’s
position in the industrial picture has
become more prominent and more
secure. The more progressive manage
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plans for employees and we are now
faced with the necessity of interpreting
and applying these plans under peace
time conditions. This places additional
responsibility upon the independent
public accountant, but it is a respon
sibility which he can best assume. He
must be careful to satisfy himself that
the terms of the incentive contract have
been applied fairly and objectively.
In many cases decisions upon which
the incentive compensation rests are
made by those who are directly affected
by the results of their own decisions.
These plans usually necessitate more
careful costing than would be required
did they not exist. Departmental costs
are frequently a consideration in setting
incentive compensation, and at the in
ception of these plans there must be
a review of the adequacy of the appli
cable costing principles and procedures.
As we have said, during the war
departmental and functional costs were
secondary in importance to over-all
costs and the cost of performing par
ticular contracts. With the resumption
of peacetime operation, service func
tions which had to be dispensed with
during the war will be resumed and
these functional costs again become
important. During the war they had
little significance. With the passing of
the excess profits tax it again becomes
important to know, for example, how
much is being spent for controllable
expenses, such as entertainment and
travel. There may even be some ad
vantage in considering the cost of
professional services.
One of the most taxing problems
facing us as independent practitioners
is that of satisfying ourselves as to
the soundness of inventory representa
tions in financial statements. This is
no new problem, but it is made more
difficult as a result of conditions trace
able directly to the war. In many cases
we find that due to scarcity of goods
and rising prices there is no question
as to the ability of a company to re
cover its costs through sales. However,

in some others, due to abnormally high
costs and the continuance of govern
mental control of selling prices, there
is a real doubt whether all costs can
be recovered. In certain industries, as
for example the automotive field, costs
during the postwar period are abnor
mally high due to low production
volume and raw material and parts
shortages, both resulting primarily
from labor troubles. There are also
physical reconversion and other related
problems which have contributed to
increased costs. His client having in
curred costs which are higher than
would reasonably have been expected
and higher than can sometimes be
recovered, the auditor must form an
opinion as to the extent to which these
high costs are recoverable. Where gov
ernment controlled prices are operative
they assist him in his determinations.
They do not, however, supply a com
plete answer to the problem. As prices
become more competitive there will
be those producers who will fall by
the wayside. Some manufacturers, real
izing that the present consumer de
mand will absorb substandard mer
chandise, have driven for volume pro
duction, with quality a secondary con
sideration. Quality production cannot
be achieved overnight, and there is
every indication that at some point
in the near future there will be those
caught with inventories which cannot
be moved profitably. The independent
public accountant must have his
weather eye fixed on the business hori
zon to detect any gathering storm
which may affect his client’s position.
In the merchandising field, particularly,
lies a substantial risk to those who are
handling second quality merchandise
which now can be moved but which
in ordinary times would be difficult to
sell. In these situations the auditor
must make certain that inventory losses
are recognized promptly and the in
ventories are reflected in the financial
statements on a proper basis.
The auditor’s problems with respect
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to inventory costing and pricing are
most acute in periods of declining
prices. The war has raised prices to
a level from which it is reasonable to
expect a recession. Many companies
in recognizing the abnormal situation
have provided reserves to cushion the
shock of inventory losses which are
believed to be in the offing. These
reserves in most cases represent ear
marked surplus. However, the fact that
such reserves exist often results in
tempting management to use them as
a recipient of charges for losses which
otherwise would be made to current
earnings. Each attempt of this kind
places the auditor in the position of
saying “thou shalt not” with the usual
diminution of popularity which that
carries with it. This situation does not
present a problem to the auditor but
it does test his objectivity and inde
pendence.
Standard costs have had little signi
ficance during the war period due to
abnormality of operation. During the
war the required adjustments of stand
ard costs were often so substantial as
to render the standards insignificant.
Our postwar experience has likewise
been an unpredictable one, with a
consequent lessening of the validity of
standard costs. However, standard costs
are an integral part of sound planning
and should be retained even though
the projections upon which they must
be based are difficult in this fluid period
of production. More frequent adjust
ments of standard costs must be made
to meet our present widely fluctuating
operating conditions. The independent
auditor must make sure that standard
costs used for financial statement pur
poses are soundly conceived and have
been adjusted to represent current
standards. The discharge of this re
sponsibility requiries keen judgment
and acute powers of observation on the
part of the auditor. In this field he is
rendering judgment, and the mathema
tics of the situation are secondary.
Another heritage of the war is the
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decreased significance of comparative
plant values. As between different com
panies and different units within a
company there are now wide differences
in the amounts at which similar fixed
assets are carried in the accounts. Many
companies, probably most, amortized
so-called emergency facilities on their
books on the same basis as was per
mitted for federal income tax purposes
under certificates of necessity. Such
amortization is generally admitted to
have been excessive in most cases as a
measure of factual depreciation. As a
result we find that plant items of sub
stantial value from an operating stand
point appear in the accounts at no
value, having been written off com
pletely by amortization charges to oper
ations. It is pure accident that within
a company certain units now operate
with assets the cost of which has been
completely written off while other units
operate with assets the cost of which
has yet to be recovered completely.
The same vagary exists also between
different companies as a result of vary
ing policies exercised in applying for
and using certificates of necessity. How
ever, only in those cases where the
amounts of fully amortized facilities
are significant need we be concerned
with them. In such cases costs for
various units or products within the
same company cannot be determined
satisfactorily by the application of de
preciation directly to the particular
plant and equipment Employed. A more
satisfactory method under these cir
cumstances is to pool depreciation on
all similar assets and pro-rate it to
departments or products on the basis
of equipment in place. In this way
no department or product obtains the
entire benefit of reduced current depre
ciation which has resulted from amor
tization at an accelerated rate during
the war.
As between different companies, com
parative costs are not ordinarily as
material or significant from an oper
ating standpoint as they are for dif
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contracts led contractors into a more
careful consideration of the application
of general administrative and distribu
tion expenses to particular contracts.
Until it became of financial advantage
to apply such expenses to particular
contracts, contractors generally were
content to treat them as applicable in
total to all sales or production. The
contract settlement act and uniform
termination article included in govern
ment war contracts provided particu
larly that contractors were to be re
imbursed for the costs of administrative
and distribution expenses necessary for
and reasonably applicable to the ter
minated contract. It was this reason
able application which prevented a
problem. The possibility of collecting
from the government provided an in
centive to manufacturers which pro
duced some novel theories. One of
these was the so-called sequential cost
theory under which a sequence of
costs was established for various func
tions, and costs applicable to functions
completed at the date of contract ter
mination were claimed. From a purely
theoretical standpoint this method was
supportable. Its weakness lay in the
impossibility of applying it except in
rare instances. It was not generally
possible to apply it within the limits
of practicality. For example, how many
contractors could demonstrate how
much had been the cost of attempting
sales which never materialized? A direct
application of functional costs to par
ticular contracts would require that
costs applicable to other contracts be
eliminated. Faced with the practical
difficulty of applying such costs direct
ly, contractors fell back upon the
rougher methods of proration of ex
penses on the basis of sales or pro
duction. In the desire for speedy settle
ment, contracting agencies leaned to
ward the rough measure, and eyed
with suspicion what was represented
as a more precise one. Thus, the lack
of reliable factual support rendered
the sequential cost theory and its rela

ferent units of the same company. The
company which has obtained the ben
efits attaching to the use of certificates
of necessity is, of course, in a favored
position from a competitive standpoint.
However, there have always been, and
will continue to be, differences in com
petitive position which flow from vary
ing fixed asset positions. An example
of this is the company which has been
able to acquire government owned
facilities on a favorable basis under
terms of a wartime lease or otherwise.
Another may have acquired its plants
in a period of low costs and still an
other has been able to obtain labor
and materials for a complete main
tenance program during the war peri
od. It is in my opinion neither neces
sary or practicable that an attempt be
made to adjust what appear to be
abnormalities, and to state plant costs
on a common basis. In the event of a
projected sale or merger it is of course
necessary that any substantial cost dif
ferences between companies be recon
ciled, but we are now considering costs
as they apply to current operations.
There are those who believe that
plant depreciation accounts should be
restated where allowable tax amortiza
tion has been the measure of deprecia
tion taken on the books, and this is
now considered to have been excessive.
I do not believe in disturbing the de
preciation already recorded. In my
opinion it is even too early to conclude
that such depreciation was excessive.
If the history of the first world war
period were to be repeated, in some
industries depreciation provision has
not been excessive. An example of this
possibility is presented by the textile
industry which has today loom capa
city far beyond its normal production
requirements, exactly as it was after
the first world war. In the light of
this history, ordinary business prudence
should deter us from writing up plant
values through reduction in reserves
for depreciation.
The settlement of terminated war
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tives unsatisfactory to contracting offi
cers generally.
However, with the return to cost
consciousness we should attempt to
obtain more information as to the
applicability of distribution costs. This
will require more detailed analysis of
these costs and their identification with
products and distribution areas as far
as possible.
We have considered briefly some of
the facts of costing which were touched
by our wartime experience. As inde
pendent public accountants we are con
cerned with all of them. However, to
me, our present and important problem
is that we satisfy ourselves as to the
recoverability of costs incurred. The re
covery of costs today depends upon the
operation of controls and forces which
ignore cost as a determining factor.
In this period I think the profes
sional accountant’s traditional conserv

atism will stand him in good stead.
When we look at the present high level
of prices it is difficult to take other
than a conservative attitude toward
cost recovery. In consequence, I think
we, as accountants, need not be greatly
concerned if plant depreciation has
been liberally provided, overabsorbed
burden has reduced standard costs,
postwar benefits are to be reaped from
wartime expenditures for maintenance,
research, and advertising, and other
factors carried over from the war oper
ate to reduce costs. All these favorable
factors will be required when our
domestic demand is met and we seek
what promises to be highly competitive
world markets. We, as professional ac
countants, can do much to stir the
cost consciousness which that competi
tion will require and which must be
renewed if American Industry is to
prosper.

By Herbert F. Taggart, Michigan
Member, American Institute of Accountants

Was first
proposed, my reaction was
that there were no such
developments and that the subject was
ill-conceived and abortive. More spec
ifically, I felt—and I still feel—that the
principal progress of cost accounting
during the war was retrograde. Such
developments as there were in tech
niques and theory were sired by the
requirements of war contracting or the
necessity of appeasing the OPA, and
damned by all those whose interest in
cost accounting was in its use as a
tool for management.
Conditions during the war made
economical management both impos
sible and unnecessary—impossible be
cause of the inexorable demand for
production at whatever cost and be
cause of the necessity to use inexperi
enced labor and makeshift materials,
methods and facilities; unnecessary be
cause of unprecedented demand and

the cost-plus atmosphere in which all
business was conducted.
My colleague on this program has
told you what happened to cost ac
counting during the war as a result of
these conditions. The entire emphasis
was on product costs. The only service
of cost accounting which could claim
any attention or respect was that which
told the costs of specific products or
product classes, or of specific contracts,
or of war production as opposed to
civilian production. Furthermore, as
has been pointed out, much even of
this type of cost accounting was pretty
loose. This laxity was because the
government’s demands were in many
respects only for approximations, and
because time and personnel were lack
ing for more exact determinations.
Those who had experience with costplus contracts may not swallow such a
statement without protest. The pica
yune objections which government rules

HEN THIS SUBJECT
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and government auditors raised to
various items of cost and the elaborate
requirements for check and verifica
tion made the paperwork on cost-plus
contracts rather formidable. These fea
tures were due to two factors, however,
neither of which has much bearing on
the accuracy of costs. One was the fact
that the contractor was dealing with the
government—that public and not pri
vate funds were involved. This led to
some bizarre costing rules—for example,
the denial of legal expenses as costs—
and to a proliferation of paperwork to
protect the public interest. The second
factor leading to complication was the
fact that these costs were to be audited,
not merely computed in the usual man
ner. Therefore the requirements of
auditing were superimposed on those
of cost accounting, and the result was
a volume of documents which now fill
many a warehouse, and over which
the General Accounting Office and suc
cessors to the Truman-Mead Com
mittee will pore for many years to
come. This result was not because the
cost accounting as such was so com
plex or difficult, but because of the
surrounding circumstances.
Another reason for ignoring the war
period and for dwelling instead on the
outlook for cost accounting in the fu
ture is that most of the typical war
time uses for cost accounting have
ceased to exist. Renegotiation is dead,
though a few cases remain unsettled;
cost-plus contracting is largely dead;
contract termination is in its final
stages; the OPA, though alive, has re
leased controls on a large segment of
industry; most of the cost accounting
inspired by these wartime needs is but
a memory, and in many respects not
a happy one. You don’t want me to
go into detail as to the OPA theory
with respect to percentage depletion or
why the War Department objected to
the inclusion of state income taxes in
termination charges. All this is history,
and while it was not without interest
in the making, it has lost its savor,

and if it should be preserved anywhere
it should be preserved between the
covers of a historical record for the
benefit of the accountants who help
fight the next battle of Washington.
A few generalities about cost ac
counting during the war, however, are
not inappropriate. The first that comes
to mind is the discovery—or rediscov
ery—that relatively few producers of
goods have cost accounting systems ade
quate to determine with reasonable
accuracy the costs of their products.
This fact needs no proof to most ac
countants, but certain businessmen,
lawyers, and politicians are curiously
blind to it. This blindness is evidenced
by the passage of laws forbidding sales
below cost, which has been done by
several states and was done by NRA
codes. The NRA codes, indeed, were
realistic enough to require the formula
tion and adoption of uniform cost ac
counting plans, designed to make the
rule enforceable, but the state unfair
practices acts contain no such provision.
The rarity of adequate cost account
ing was encountered by every procure
ment agency and by their adjuncts,
such as price adjustment boards. In its
most acute form, however, it was en
countered by my former colleagues in
the OPA, who have made during the
last five years the most extensive and
searching inquiries into the costs of
all kinds of goods and services. The
conclusions of the OPA accounting
staff, based on thousands of cost stud
ies conducted in every trade and indus
try, is that not more than 15 per cent
of all companies are able to furnish
satisfactory product cost data. Since the
larger companies tend to have the bet
ter cost systems, it is estimated that the
cost of 25 per cent of the total volume
of products may be ascertainable. Paul
M. Green, deputy administrator for
accounting, describes this as an “opti
mistic” estimate, and I have no doubt
he is right.
Two conclusions may be drawn from
this negative report. One is that the
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to see his Congressman and the War
Department about that shell contract
is charged directly to the contract, all
executive travel expense becomes sub
ject to a strict examination for other
direct charges which ought to be made
to other contracts, or to the contractor’s
civilian business. The conclusion
reached in many cases in which such
procedures were started was that the
game was not worth the candle. This
fact may not be without its implica
tions for peacetime cost accounting.
Another lesson in the general field
of overhead was an increasingly healthy
respect for that elusive phenomenon
usually called administrative expense.
As is commonly done in times of peace,
such expense was for the most part
added to contract costs on an arbitrary
basis, such as in proportion to direct
labor costs, or to all other costs. Many
contractors were shrewd enough to see
that this method would not cover their
actual administrative costs in the early
stages of a contract, when administra
tive effort was great and the direct labor
or other cost base to which the admin
istrative percentage was to be added
was small. In many cases they attempted
to adopt some special accounting pro
cedure during the early stages of a con
tract which would result in a greater
reimbursement of such costs at that
time. One of the favorite devices was to
make direct charges out of such costs.
Such attempts were generally rebuffed
by government accountants, and it was
pointed out to the contractors that their
failure to recover admittedly high ad
ministrative expenses at the inception
of contracts would be balanced off at
later stages by excessive recoveries when
the contract was rolling along with
little administrative supervision but
with plenty of direct labor or other
cost base to which to apply the rate.
This line of reasoning had a good
deal of merit in the case of contracts
which went their expected way to com
pletion, but it was never satisfactory
in the case of those contracts which

field for the extension of the cost
accountant’s influence is wide open. No
ambitious and energetic cost accoun
tant need feel that the saturation point
has been reached. The other conclu
sion, of greater importance, is that
American industry has not tradition
ally operated on a cost-plus basis. I
shall have more to say about that a
little later.
The heart of the cost accounting
problem is that of overhead. The ascer
tainment of direct costs is in many
respects relatively simple, though it is
by no means as simple as it is usually
represented. The problems of overhead,
however, are invariably complex, and
their solution, in last analysis, rests on
arbitrary assumptions, and procedures.
With respect to the treatment of over
head no great, new discoveries were
made during the war. As far as I am
aware, no new methods of allocation
were developed, and the entire war ex
perience failed to settle the arguments
about the old methods.
Nevertheless, everyone who worked
on the problem of overhead costs dur
ing the war must have learned a few
lessons about them. One of mine was
that it is very easy to overestimate the
increased accuracy and other advan
tages obtainable by segregating as di
rect charges as great a proportion of
total costs as possible. This method of
minimizing overhead seemed logical
and desirable in the early days of war
contracting. The greater the proportion
of total costs which could be nailed
down as direct charges, the smaller the
proportion of total costs about which to
argue. This theory had two principal
flaws. In the first place, direct charges
had to be documented and verified for
audit purposes far more meticulously
than overhead items. In the second
place, if one charge of a certain variety
is made directly to a certain contract,
all charges of the same sort must be
given equal scrutiny, and accorded like
treatment. If a trip of the vice presi
dent in charge of sales to Washington
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met an untimely end by termination.
For this latter case the concept of start
ing-load costs was invented, and other
devices were used to liberalize the set
tlement and thus reduce the contrac
tor’s losses, but no wholly satisfactory
solution of the original problem was
ever adopted. Administrative expense
remains one of the imponderables when
the cost-plus approach to pricing is in
contemplation.
As has been indicated in Mr. Mills’
paper, the outstanding postwar de
velopment in the cost accounting field
is the giving back of cost accounting to
the cost accountants. In other words,
cost accounting ceases to be of primary
interest to the sales and treasury de
partments and returns to its role as a
tool of management.
In this role I see for cost accounting
a brilliant future. The use of costs for
the guidance of management—and this
means management from the president
of the company down to the lowliest
supervisor—was in its infancy before the
war. In spite of a generation of experi
ence and a good deal of research and
practice, it is fair to say that cost ac
counting as a managerial device was
just beginning to make itself felt. Dur
ing the war it lost much of the ground
it had previously gained. The emphasis
on product costs and the conditions and
requirements of war production put an
end to many promising cost accounting
developments. Many cost systems were
entirely scrapped, and many more were
substantially modified to meet wartime
needs.
Among new developments, I foresee
a tremendous expansion in the use of
standard costs. The principle of cost
standards will be applied in both the
manufacturing and the distribution
fields. Old standard cost systems will be
dusted off, refurbished, and placed
again in active operation. New stand
ard cost systems will spring up like
dandelions in May. I venture to predict
that so-called actual cost systems will
in the course of time be very largely

superseded by standard costs. When I
speak of standard cost systems I mean
systems based on real cost standards,
developed with care and furnishing a
sound basis for cost control. Many socalled standard cost systems in opera
tion before the war were little better
than applications of an estimating pro
cedure, and frequently the estimates
were not too carefully made. They
represented progress in the right direc
tion, but were far from the finished
product which is now to be expected.
The public accountant must be pre
pared to evaluate standard cost systems
and to understand the use of standard
cost data in the pricing of inventories.
Developments in the field of distri
bution cost accounting and control are
inevitable. If we are to have the greatly
expanded production represented by
60,000,000 jobs and a $160-billion na
tional income, distribution of goods
and services must be correspondingly
expanded. Distribution costs have been
under fire for many years, and criti
cism of their extent and the ways in
which the money is spent appears to
be on the increase. The necessity for
intensive research and experiment in
marketing methods and for the most
careful control of marketing costs is
obvious. The renewed interest in dis
tribution costs since the war is already
evidenced by a recent publication of
the Department of Commerce entitled
“Distribution Cost Analysis—a Manage
ment Tool for Cost Reduction” and by
a still more recent publication of the
Chamber of Commerce of the United
States the title of which is “Distribu
tion Costs in Expanding Markets.”
The emphasis on “cost reduction” in
the title of the Commerce Department
pamphlet is somewhat unfortunate.
Control of costs does not necessarily
involve their reduction, at least in the
over-all sense, though unit costs may
well be reduced. What is really required
is that constant vigilance be exercised
to make certain that distribution dol
lars are spent wisely and effectively.
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The traditional suspicion in which the
accounting department and the sales
department mutually hold each other
should be replaced by a common en
deavor to be of mutual assistance. No
progress will be made along these lines
if the accountant’s motto is merely
“Cost reduction,” or if the motto of the
sales department is “Volume at any
price.”
Another development which I foresee
is increasing use of the differential cost
idea. Occasional references to the dif
ferential cost concept are to be found
in pre-war accounting literature, and
some practical use of it has been made.
Its possibilities have never been fully
explored, however, nor has it been ade
quately defined for general use. Some
attempt was made to utilize differential
costs in certain OPA regulations, but
these efforts largely foundered against
the obstacle of differential cost deter
mination. As an example of the primi
tive state of understanding of this sub
ject, it is almost impossible to find any
reference to it in the commonly used
college texts in cost accounting.
One lesson which may have been
learned too well during the war, and
if so must be unlearned, is that there
is some basic causal relationship be
tween the costs of the individual pro
ducer and the prices which he receives
for his goods. This is the cost-plus
philosophy which I have mentioned be
fore. , For five long years we had costplus contracts, cost-plus re-negotiation,
and cost-plus pricing both by OPA and
by war procurement agencies. In this
period it seems inevitable that some
businessmen and others may have be
come infected with the idea that peace
time pricing and a normal competitive
economy can be brought about by this
process.
Any such notion is not only false—it
spells the doom of good management
and effective production and sales
policies. It robs management of any
argument against unnecessarily high
wages, extravagant sales promotional

devices, and all forms of waste. In any
thing like normal times—granted that
present times are not normal—the caus
ative effect between prices and the costs
of the individual producer runs the
other way: What can we get for this
item, and therefore at what cost must
we produce it? William Blackie, speak
ing in Detroit last spring, adopted an
exceptionally happy way of character
izing the change in pricing philosophy
which must take place. The title of
his paper was, “From Cost-Plus to
Price-Minus.”
That the cost-plus philosophy takes
many forms and infects many people
is well illustrated by a small facet of
the current controversy over the resto
ration of fully amortized war facilities
to the balance sheet. One argument
against such restoration is that it would
result in the public paying for these
facilities twice! I don’t want to get
any further into this problem, but I
submit that that particular argument
has very little merit unless it is assumed
that the cost-plus economy is with us
to stay.
No recital of the lessons of the war
period would be complete without an
earnest warning against letting politi
cians and bureaucrats create accounting
principles and precedents without ref
erence to or assistance from the profes
sion. Having been a bureaucrat myself,
and having had some contact with
other bureaucrats and with politicians,
I can speak with feeling and some
authority on this matter.
There are many illustrations of what
I mean. A small but grisly example is
the use of the term “unearned surplus”
in the Interstate Commerce Commis
sion’s account classifications for rail
roads and other carriers. “Unearned
surplus,” in case you are unacquainted
with that expression, is all surplus
other than earned surplus. The term,
needless to say, was not invented by
an accountant, nor was it given any
approval by accountants. It was adopt
ed by the Commission without even
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consulting the Commission’s own ac
counting staff. It was formally protested
by the railroads, but no really vigor
ous action was taken to bring about a
reversal of the decision. This is a
minor, and perhaps harmless, example
of what can happen when accountants
are asleep on the job or occupy so sub
ordinate a position that they can be
ignored.
A much more important and omin
ous example of bureaucratic imposition
of accounting principles is the so-called
“aboriginal cost” doctrine concerning
which there has been much recent
discussion in The Journal of Accoun
tancy and elsewhere. Introduced origi
nally as a regulatory device, with the
laudable motive of remedying abuses
in the transfer of utility properties,
this doctrine is now elevated by some
of its proponents—including some ac
countants—to the eminence of an ac
cepted accounting principle, and it has
been seriously argued that it ought to
be adopted by all industry as a rule
to be followed in accounting for the
acquisition of property. The end of
this story is not yet, but it should give
pause to any who feel that the account
ing profession can afford to relax its
vigilance.
From OPA experience come ex
amples of the attitude of politicians
toward accounting and accountants.
When an amendment to the Price Con
trol Act was under consideration last
spring which would have required a
determination of the costs of all manu
factured commodities both currently
and during a base period, the OPA
accounting department voiced a natu
ral objection. An eminent Senator dis
missed the protest with the airy asser
tion that if the OPA accountants could
not make these determinations, he
could, and without any trouble. A dil
igent search of the Congressional direc
tory fails to reveal the accounting train
ing and experience of that Senator.
In another instance, when amend
ments to the Act were being consid
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ered which would have required OPA
accountants to treat as costs a number
of items, including percentage deple
tion and tax amortization of emergency
facilities, the OPA accounting depart
ment protested on the. grounds of estab
lished accounting principles. One of the
Congressional proponents of the
amendments dismissed this argument
with contempt. “Accounting principles
are what we make them” was, in effect,
his comment. And indeed if Congress
can repeal the law of supply and de
mand and make the sum stand still,
who will doubt its ability to remake
accounting principles?
One of the most disquieting things
that occasionally happens is the case
in which private or public accountants
lend their support to the bureaucrats
of the politicians for the gaining of a
purely temporary advantage for their
employers or clients. Sometimes this
support merely takes the form of si
lence, but occassionally the assistance
is much more active. Allowances must
be made, of course, for sincere differ
ences of opinion, and frequently gov
ernment regulations involve ventures
into new and uncharted territory, but
where principles are reasonably well
established it ill behooves any account
ant to foster their upset for a momen
tary benefit. Such action may well rise
up to smite both him and his client
or employer in the future, when the
swing of the pendulum demands a
stand in the opposite direction.
A fine example of the kind of ac
counting statesmanship required was
furnished by the committees of the
Institute and other accounting organi
zations which cooperated with the
OPA, the War Department, and other
government agencies. These men gave
unselfishly of their time, without rec
ompense or glory, and they sincerely
tried to understand the problems of
the agencies with which they were
dealing, as well as to be vigilant repre
sentatives of the profession and its
clients.
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with and control of business will not
vanish. Businessmen themselves will
see to that. Every time they go to the
Congress for a Tydings Act or a Rob
inson-Patman amendment they are in
viting and assuring more government
regulation. The control or abolition
of one abuse invites attention to the
next. If one pressure group gets what
it wants, however praiseworthy that
may be, resistance to the next pressure
group is inevitably weakened. All gov
ernment regulation of business has
its impact on accounting, and it is up
to the profession to be alert in making
sure that accounting rules are made
by accountants, and not by politicians,
and that the accounting principles fol
lowed are those which the profession
is willing to stand by in the long run,
and not those which merely yield a
temporary advantage to particular in
terests.

The work of the Institute’s com
mittee on accounting procedure has
been, for the most part, an admirable
means of meeting the responsibilities
of the profession in this sphere. A
clear-cut expression, by a representa
tive and respect-commanding group,
without weasel words and what one
politician calls “gobbledegook,” on mat
ters of importance to accountants, can
scarcely be ignored by the brashest
government functionary. In my opinion
the advent of this committee was none
too soon, and the vigor with which
it has pursued its tasks is wholly justi
fied by the urgency of the need. At
tention by it to the field of cost ac
counting is another development which
I hope to see.
Whether the Republicans or the
Democrats or some new third party
control Congress and elect the next
President, government interference
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IV. Auditing Machine Kept Records
Introductory Remarks
J.

By Andrew Crafts, New York
Chairman, Committee on Accounting Machinery,
American Institute of Accountants

T
meeting
his
on the subject of
auditing machine-kept records
has been arranged as an intro
duction to a practical phase of audit
ing mechanics concerning which very
little published material has been
available to date. The problem is one
which is regularly met in the every
day practice of the average auditor
and is therefore worthy of careful con
sideration and thorough study by every
practitioner.
ft has become increasingly necessary
in recent years to improve the efficiency
and economy of the handling of office
and accounting transactions. Naturally
pressure in this connection has been
created by the increase in the size of
the average business unit, the increase
in the number of transactions of a
similar nature, the requirement for
speed and accuracy of handling, the
increased cost of clerical personnel, and
the desirability for prompt and com
plete information for management. Ac
counting machinery and production
methods have been adapted to meet
this pressure.
There are two general classes of
bookkeeping machines—one, the socalled “punched card” machine, which
records transactions by mechanical
printing from punched cards and, two,
the direct printing machines, which
operate on the principle of the type
writer or adding machine, or a com
bination of both. Aside from the book
keeping machines, there are a number
of other classes of machines used in
the office for purposes related to ac
counting, such as adding and calculat
ing machines, duplicating equipment,
mailing machines, and the like. In this
discussion, however, there will be con
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sidered only the machines relating
directly to the bookkeeping or account
ing function.
In the punched card method, the
transaction is transcribed from original
documents into cards by punching
holes in predetermined positions. For
example, in Recording sales, holes are
punched to indicate the invoice refer
ence, number, transaction date, sales
district, salesmen credited for the sale,
customer, product sold, quantity
shipped, and dollar amount. Such in
formation is normally punched from
either a typewritten copy of an in
voice or from a shipping ticket con
taining the information necessary. In
the former case, the invoice is written
first in a separate operation, and in
the latter case, the invoice may be
created from the punched card or
cards.
After its creation, the card is used
as a “tool” for printing the informa
tion contained thereon in classified and
summarized form for accounting pur
poses, with mechanical accumulation
of amounts. The machine equipment
is used to sort the cards as between
any desired classes of information con
tained thereon and, thereafter, to print
and to accumulate the amounts of such
classes of information. The equipment
will also, if desired, automatically mul
tiply quantity and amount, as punched
in the cards, punch the result, print
and accumulate such result. Automati
cally a duplication of any desired
punching can be effected and, if de
sired, the punching can be automati
cally accomplished from pencil desig
nations on the card. Summary cards
may be automatically produced so as
to eliminate the necessity for continu-
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ally handling and processing large num each cycle of the recording of trans
bers of cards.
actions, in lieu of less frequent proofs
In the direct printing machine which are available under hand meth
method, the transaction information ods. Wherever possible the daily flow
is transcribed directly to paper forms of work is proved by comparison of
and records in such manner as to pro machine accumulations with predeter
vide the necessary classified and sum mined totals. In the case of the
marized information for accounting punched card method, it is sometimes
purposes. The machine equipment is desirable to have all information
arranged to provide mechanical accum punched on the cards checked by hav
ulation of amounts and also, wherever ing the punching operation done twice,
possible, to create two or more records once for purposes of punching, and
in one operation by means of collating once on a so-called “verifier” for pur
forms.
poses of checking the accuracy of the
The desirability of the punched card punching. The primary objective of
method as compared with the direct either method is to create the necessary
printing machine method must be de written records for accounting purposes
termined by consideration of the details to the same extent that such records
and volume of the respective transac might otherwise be created by pen and
tions involved and the desired end ink methods, accomplishing the result,
results. In general, however, the however, in a faster and more economi
punched card method will be more cal manner and with greater assurance
economical where more than two types of accuracy.
From the audit standpoint, the mini
or classes of information can be me
chanically obtained from the same card mum requirements of any system of
and where the collating of forms under accounting, whether hand written,
the alternative method will not accom punched card, or direct printing, must
plish the same result. Obviously, in include the following:
formation which is to be recorded only
(1) The original records of the
once can usually be recorded more
transactions.
efficiently by a single direct printing
(2)
Books of original entry (special
than by punching the information on a
or
general journals), providing
card and printing from the card in a
reference
to the source docu
second operation.
ments.
The use of either method requires
(3) Subsidiary ledgers with appro
the creation of a standardization of pro
priate references to underlying
cedure, a definite organization of per
journals and directly or indi
sonnel with precise allocation of respon
rectly to source documents.
sibility and authority, a standardized
(4)
General ledger with reference
daily or weekly cycle of work and
to underlying journals and di
routing of material as a basis for the
rectly or indirectly to source
even flow of the transactions through
documents.
various steps in the procedure, with
(5) Proof of subsidiary ledgers
careful control over the accuracy of
against related control accounts
the recording, making use of all pos
in the general ledger by means
sible factors of internal control and
of periodical trial balances and
audit, both as to the accuracy of the
otherwise.
recording and as to the accountability
(6) A carefully planned system of
for the values concerned.
internal control and audit to
In view of the volume of transac
assure an accurate recording of
tions present, it becomes necessary to
the transactions, a proper classi
arrange for a positive control as to
fication thereof and an ade59
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audit regularly maintained. The au
ditor must, also, determine that such
accounting procedures are being fol
lowed on a consistent basis and that
the prescribed system of internal con
trol and audit is being carried out in
a uniform manner.
The fulfillment of this responsibility
requires that the auditor shall carefully
review, understand, and evaluate these
factors of internal control and audit
and of accounting procedures. Such re
sponsibility in the case of most sub
stantial engagements requires an un
derstanding of machine equipment and
machine methods as a basis for effect
ing an adequate audit without an un
reasonable cost to the client.
The papers that follow will represent
case studies presupposing the respective
types of equipment and methods stipu
lated and setting forth the ordinary
audit procedures called for in the veri
fication of certain elements of the finan
cial statements, as involved in the veri
fication of the regular financial state
ments of a manufacturing business for
purposes of normal verification thereof
to stockholders and creditors, presup
posing in each case a job order cost
routine with the general and factory
ledgers and general journals kept by
the pen-and-ink method.

quate accountability for the
values concerned.
Any system of accounting which does
not conform with the above mentioned
immediate requirements is not ade
quate and cannot serve as a basis for
audit by the customary methods of
testing a reasonable cross-section of the
transactions, with due reliance upon a
system of internal control or audit
regularly maintained. In such a situ
ation, it becomes necessary for the audi
tor to effect a complete or partial de
tailed audit of the transactions, or to
so qualify his certificate as to nullify
his opinion as to all or some portion
of the financial data included in his
report.
Generally accepted auditing stan
dards governing the verification of
financial statements contemplate com
plete verification of certain assets and
liabilities by methods which are ade
quate and practical, without undue
time and cost, coupled with a test
verification of certain other elements of
the balance sheet and of the state
ments of profit and loss and surplus.
The adequacy of such tests must be
determined by the auditor on the basis
of a careful review and evaluation of
the accounting procedures followed and
of the system of internal control and

Verification of Factory Payrolls
Recorded Under Punched Card Method
By David F. Devine, New York
Member, American Institute of Accountants

procedure frequent changes in design during the
described herein is used by a process of manufacture, no attempt is
manufacturer of airframes into made to determine individual parts
which there are installed purchasedcosts.
or Cost estimates are prepared for
government furnished engines, propel each important section or subassembly
lers, radios, instruments, and arma of the plane (usually 60 to 65 sections)
ments to make a complete airplane and a code number is assigned to each
ready for flight test. Inasmuch as the such section. Costs are then accumu
manufacturing contracts concerned in lated as to each contract and as to
volve a limited number of planes with each section code within each contract.
he factory payroll

T
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Inasmuch as several thousand employ
ees are involved in this manufacturing
process, it was considered necessary to
use machine equipment for handling
the accounting concerned.
The end results of the accounting
routines which will be discussed may
be summarized as follows:
(1) Paychecks with information stubs
which inform the worker of the
number of hours worked, the num
ber of bonus hours, the amount
of his gross earnings, the amount
of deductions therefrom for taxes
withheld, group insurance, bond
purchases, etc., and the net amount
of the check, setting forth this in
formation in a manner which the
average employee can understand.
(2) Payrolls which will reflect in tabu
lar form the same information as
shown on the paycheck and in
formation stub.
(3) Cost distribution and shop statis
tics.
These end results must be created on
the basis of information collected from
all parts of the plant by time clerks
of average intelligence, working under
the usual stress of production. Such
information must be available prompt
ly and with a minimum of cost. The
routine involves the preparation of a
job time card for each employee for
each “job” for each day. The “job”
will represent each code designation
under each contract to which the em
ployee’s time may be chargeable. Idle
time is charged to a separate code num
ber, as such. It is necessary that these
cards be totaled by employees for each
day and for each payroll week in order
to arrive at the earnings of each em
ployee and, also, that the cards be ac
cumulated by account codes to arrive
at the daily and weekly amounts charge
able to each. Since accuracy is neces
sary, it is of primary importance that
the time of each workman is charged
to an authorized job designation and
that the time so charged represents
time actually spent on such job.
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Direct labor is authorized by the
production control department by
means of travelers or route cards, which
show across the top part or assem
bly number, the cost code and the
contract number. Listed down the
side of the card are the number of
the operations to be performed and the
departments in which each operation
is to be effected, the class number of
the machine to be used for each opera
tion and the standard hours for per
formance. Before the traveler is re
leased to the shop, it is sent to the
tabulating department where duplicate
cards are punched for each operation,
indicating thereon the information de
scribed above. One set of these cards is
retained in the tabulating department
for subsequent resorting by depart
ments and by machine class, as the
basis for production reports. The other
set is forwarded to the timekeepers in
the various departments where the
work is to be done. This latter set
serves two purposes; first, it is a notice
to the foreman that the job designated
is in the shop and on its way to his
department and, second, it is the time
keeper’s authority to accept the charges
thereof. When the traveler and the re
lated materials reach a given depart
ment, the foreman assigns the opera
tions involved to a workman. Such
workman checks with the timekeeper
to be “clocked in” on this job. After
the workman is “clocked out,” or at
the end of the day, the timekeeper
fills in on the punched card the em
ployee’s number, the elapsed time and
a code designation indicating whether
or not the job was finished. At the
end of each shift, the timekeeper bal
ances the total time for each employee,
as shown by the time cards, with the
elapsed time as shown by the employ
ee’s time clock cards, as punched by the
respective employees upon entering or
leaving the plant. If necessary and
proper, the timekeeper fills out addi
tional cards for idle time. The time
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and-a-half rate, and double-time rate,
total gross earnings, and a deduction
code for withholding tax. Such code
indicates the amount of each employ
ee’s exemption, based on the number
of exemptions claimed. By mechanical
means this code is translated into dol
lars and the income tax to be withheld
is calculated on the balance. Social
security taxes withheld are mechani
cally calculated on the gross earnings,
and, where the year to date earnings
show that an overdeduction will be
effected by the usual routine, a manual
adjustment is made. As to all employ
ees whose wages for the calendar year
to date have exceeded $3,000, the pay
roll summary cards are automatically
withdrawn, so that no social security
tax will be calculated or withheld
thereafter.
The handling of indirect factory
labor and administrative payroll
is much simpler than that of
direct factory labor. The time
keepers check each day to deter
mine that the hourly rate factory em
ployees are on the job and completes
partially pre-punched tabulating cards
for each employee for each day. No in
formation is required other than the
hours when the employee is present.
If the employee is absent, no card is
processed and the employee is not paid
unless on sick leave or vacation, in
which case a card is prepared with ap
propriate designation so that the time
is charged to accounts for the accumu
lation of sick leave or vacation costs.
Weekly rate employees are paid in full
for each week except in the case of
unusual and unaccounted-for absence.
Unworked time is charged to vacation
account. The cards covering indirect
labor and administrative payroll are
summarized in substantially the same
manner as direct labor cards for pur
poses of determining the payroll. The
charges are determined in terms of
the account classification in effect.
At the close of each payroll week the

clock cards are then returned to the
card racks for use on the following
day and the job cards are forwarded
to the tabulating department.
The employee number and elapsed
hours, as written on these cards by the
timekeeper, are then punched on the
card. If the code indicates that the
job is not finished, a duplicate card
is made out and sent back to the time
keeper for recording of the remaining
charges. These cards are then mechan
ically matched with personnel record
cards in such manner that the employ
ee’s rate and withholding tax exemp
tion code is automatically punched
thereon. Such personnel records cards
are prepared or changed only on writ
ten authority from the payroll depart
ment. A tabulating machine run of
such cards is checked and approved
each week as an added control. After
the rates are punched as indicated
above, the job cards are mechanically
extended and again duplicated. One
set remains as the payroll record and
the other becomes the cost record.
The cost or distribution cards are
mechanically sorted by contract num
ber and section number and are tabu
lated to reflect total elapsed time and
total payroll cost, as compared to esti
mated time and estimated cost. The
results of this tabulation are used to
calculate percentage of completion and
general efficiency. The total labor cost,
so determined, becomes the charge to
work in process. Idle time, sick leave,
and vacation time are included in the
tabulation and the cost thereof is
charged to accounts designated therefor.
The payroll records are summarized
each day into one card for each em
ployee. Such daily cards are, in turn,
summarized for each payroll week.
Such summarization is effected from
day to day, so as to minimize the
amount of time required to effect the
weekly summaries. The weekly sum
mary cards reflect the employee’s num
ber, hours at straight-time rate, time-
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tabulating department prepared a pre checked and adjusted. The cards repre
liminary payroll which is transmitted senting the amounts of the respective
to the payroll department for check deductions actually effected are then
ing. At the close of each payroll week, tabulated for the necessary reports and
the timekeepers forward to the payroll schedules. The paychecks are created
department the time-clock cards, against mechanically and set forth on the
which the preliminary payroll is stubs. The information stubs also show
checked. The payroll also is checked total earnings for the year to date and
for extensions, allocation of time as the accumulated deductions for taxes
between straight time, time and a half and for such other factors as may be
time, and double time, and for other desirable.
factors. All corrections determined by
Audit Verification
this review of the preliminary payroll
In the verification of the above de
are then effected by the tabulating de
partment on the cards as a basis for scribed data, the auditor must deter
the preparation for the final payroll mine the extent of his examination
and checks. The payroll department after a careful review of the accounting
then releases the number of blank procedures and of the system of inter
checks required for the payroll with nal control and audit in effect. The
a reasonable allowance for spoilage to audit program as to the verification
of factory payrolls, as recorded under
be accounted for later.
Summary cards showing the earn the punched card method, inclusive of
ings, income tax withheld, and social the allocation of the related charges to
security tax withheld for each employee job numbers, should set forth the fol
for the year to date are prepared after lowing minimum requirements:
each weekly payroll is completed. Such
(1) The auditor should first make a
summary cards represent the basis for
careful study and memorandum
annual reports of earnings and with
of the accounting procedures and
of the system of internal control
holdings. The weekly cards are like
and audit in effect. The test
wise summarized by months and by
checks outlined in the subsequent
quarters as a basis for the quarterly
paragraphs will afford substantial
reports required therefor.
evidence as to the degree that
The deductions from payrolls have
such procedures and system of in
increased in number until they rival
ternal control are in fact being
a combination bank and collection
followed.
agency. In addition to the income taxes
(2) The payrolls for a given test
and social security deductions required
period should be checked in de
by the government, there are deduc
tail as to the following factors.
tions for purchase of war bonds, union
(a) Authorities for all changes
dues, savings, pension plan, group in
of rate, new employees,
surance, hospitalization, tool purchases,
transfers, and releases.
and for various pledges to community
(b) Check from the time-clock
charities. Punched cards are prepared
cards to the gross earnings
in advance for these deductions and
reflected on the payroll, in
cluding the allocation of
are maintained in master files. Each
time worked as between reg
week these cards are mechanically
ular time rates, time-and-asorted in with the payroll cards, as a
half rates and double-time
basis for the mechanical calculation
rates.
and tabulation of net pay. Overdrafts,
(c) All deductions checked
representing an excess of deductions
against ultimate disposition
over gross earnings, are manually
thereof, such as payment to
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(3)

(4)

(5)

(6)

the government of income
and social security taxes
withheld and credits to other
accounts as to other deduc
tions. In this connection, the
various accounts to which
these credits are effected
should be test-checked to
determine that the respective
disbursements therefrom are
properly effected and that
the balances therein repres
ent the control of the de
tail thereof.
(d) Trace net pay against can
celled checks and bank
statements evidencing pay
ment thereof.
For the same weeks used for pur
poses of the above tests, the re
lated charges to work-in-process
job numbers should be checked
against the job numbers or other
accounts concerned.
If possible, it would be desirable
to arrange for the auditor to wit
ness the delivery of paychecks to
the employees by the paymaster
or other personnel, so as to evalu
ate the possibilities of padding
the payroll with non-existent em
ployees and, in general, determine
the degree of control exercised in
this connection.
The routine for the handling of
uncalled-for wages should be care
fully reviewed, as a basis for
evaluating the control thereon,
particularly from the standpoint
of the addition of non-existent
employees to the payroll and the
distribution of such wages sub
sequent to the initial distribution
date. In this connection, existence
of employees not present at the
original distribution should be
established by reference to rec
ords of the personnel department
in addition to the payroll and
timekeeper’s records. To a certain
extent, it may be desirable to
check the signatures, as endorsed
on pay-checks against those shown
on the related employment ap
plications.
The correctness of wage rates

(7)

(8)

(9)

(10)
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should be established by testing
those used in the payroll calcu
lations against employees’ history
cards or other authorization avail
able in the personnel records.
Rates for the various job classifi
cations should be tested against
union contracts or against Na
tional War Labor Board approv
als. Under certain forms of gov
ernment contracts, wage rates and
job classifications must be ap
proved specifically for each con
tract concerned and the existence
of such approval should be veri
fied.
Since the time-clock card is the
basis for all payroll disburse
ments, a test should be made
from the payroll records to such
time-clock cards to establish a
complete basis for the payroll.
The accuracy of payroll exten
sions should be tested. While
such extensions are usually
mechanically determined, the
punched card procedure often
calls for sorting, listing, and total
ing of all cards for each wage
rate as a basis for over-all proof
of the extensions. Such tabulating
machine runs may be examined
or additional runs may be ob
tained by the auditor as a basis
for such tests.
Reconciliations of payroll bank
accounts should be verified. Such
reconciliations are usually made
by punching cards created from
the cancelled checks returned by
the bank and mechanically match
ing such cards against those from
which the checks were originally
made. Unmatched cards represent
outstanding checks. Checks out
standing more than a reasonable
length of time should be reviewed
and investigated as a basis for
proper adjustment thereof or in
dications of faulty procedure.
Accrued wages for split weeks at
the beginning and end of the
period under audit, together with
related accruals of payroll taxes,
should be checked carefully, to
gether with the cost distribution
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of the payroll amounts. While
many concerns use the 13 month
year as a basis for eliminating this
split-week payroll accrual, there
are still many companies which
operate on the calendar-month
basis and pay their employees
weekly.
In general, attention is called to the
fact that the payroll records, as pre
pared under the punched card method,
provide a record entirely similar to
that prepared by manual or other
methods and that such record is in
effect prepared from the same original
data or documents in the form of timeclock cards, as under any other method.
It is therefore possible to test-check
any given payroll against the same
original documents as would be the
case with manually kept records. It is
likewise possible to check rates and

personnel department records of em
ployment, transfer, change of rate and
release against the payroll records. The
only difference between the audit pro
cedure as to the punched card method
and the manual method is that in the
former the record has been produced
by mechanical means instead of by
manual means. In the case of the
punched card method, the auditor will
frequently have a distinct advantage
in that he can call for a re-tabulation
of the details of any payroll in such a
manner as to facilitate the tests which
he deems desirable. The degree to
which the auditor may deem it neces
sary to expand his test verification is a
matter of judgment based upon a care
ful review of the auditing procedures,
the system of internal control and
audit, and the results of the test-checks
effected as the minimum requirement.

Verification of Manufacturing Costs and
Work in Process Inventory as Recorded
under the Punched Card Method
By A. R. Kassander, New York
Member, Committee on Accounting Machinery, American Institute of Accountants

job-order cost
goods account of costs of completed
job-orders and recording on an ap
routine we would expect to
propriate detailed inventory record
find the following typical pro
the quantities and unit costs of the
cedures and records:
completed work.
1. Accumulation by job-order num
Credits to work-in-process account
bers, representing authority to fab
will be in agreement with aggregate
ricate a definite quantity of a spe
costs of completed job-orders.
cified product, of incurred and ac 4. A file of cost ledger sheets repre
crued costs in the elements of ma
senting accumulated costs of un
terial, labor and overhead.
completed orders, the summation of
Charges to work-in-process account
which is in agreement with the bal
will be in agreement with aggregate
ance in the work-in-process ac
costs charged to the several job
count.
orders.
5. A file of cost ledger sheets repre
2. Upon completion of a job-order,
senting completed orders and con
summarization of costs accumulated
taining the calculations of unit
with respect thereto and calcula
costs.
tion of unit cost.
The foregoing procedures and rec
3. Transfer from work-in-process ac
count to finished-parts or finished- ords are elementary and fundamental.
NDER THE ASSUMED

U
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They will exist irrespective of the book
keeping mechanics used; the punchedcard method is merely a type of book
keeping method. Usually the same or
iginal evidence of a transaction (job
time card, material requisition, journal
voucher, supplier’s invoice, etc.) may
be used under any method, subject to
variations in arrangement of the form,
to facilitate handling under different
methods.

Methods of Tabulating and Recording

In the next few minutes I shall dis
cuss the methods of recording and
tabulating the transactions affecting
work-in-process inventories and manu
facturing costs under the punched-card
method.

Labor

The underlying documents for labor
charges are the job time cards or job
time sheets for each employee. They are
prepared manually, frequently using
the tabulating card which is later
punched. If they are not the basis for
preparing payrolls, the hours or dollars
or both appearing thereon should be
reconciled with the related payroll data
before further processing. The infor
mation recorded on the job time rec
ords is punched into the appropriate
fields of tabulating cards. Of course,
if the payroll was prepared by the
punched-card method using job time
cards, these same cards are used for
the labor distribution.
Since all accounting records and re
ports dealing with labor charges will
now be prepared from the punched
cards, it is essential that control pro
cedures be employed which assure that
the written information on the job
time records is correctly punched. All
punching should be verified and before
compiling any reports the cards should
be totaled to assure agreement with
the payroll.
The punched cards are now sorted
to job order number and, if desired,
to department or operation within
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each job order as to direct labor, and
are sorted to appropriate expense clas
sifications as to indirect labor. After
preparing summary tabulations of the
sorted time cards as the basis for en
tries in the general ledger and factory
ledger control accounts, the sorted job
time cards may be handled in one of
several ways.
1. The cards may simply be filed in
job order number sequence in a
work-in-process file where they are
available for subsequent use, such
as preparation of a trial balance,
tabulation of costs of completed or
ders, analysis of costs incurred on
uncompleted orders, etc.
2. A tabulation may be made of total
costs by job order and these totals
posted to a manually maintained
work-in-process ledger.
3. A tabulation and listing may be
made by job order, setting forth
on a separate sheet for each order
each individual transaction charged
thereto. Such listings may be filed
as job-cost ledger sheets supporting
the work-in-process account.
4. Summary cards by job-orders may
be prepared mechanically, which
combine totals of current charges
with previously accumulated costs.
Under this method the work-in-pro
cess account is supported by a file
of punched cards consisting of only
one card for each job-order. This
form of record provides very rapid
trial balances in support of control
accounts at a specific date, but lacks
all historical information and is
not susceptible to verification and
analysis at some future date. Hence,
when this form of record known as
a balance forward card is used for
current accounting, it is highly de
sirable that it be supplemented by
a historical record as described un
der (3).
It will be observed that the first three
methods described above have exact
equivalents in a manually operated
cost ledger system.

Raw Material and Purchased Parts
The basic document evidencing use
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of material in manufacturing opera
tions is the material requisition or its
equivalent. Unlike the job time card
which is not necessarily the basis for
payroll preparation, the same material
requisitions which were used to relieve
inventory accounts also must be used
to record charges to the various jobs
and expense classifications.
A previous speaker has discussed
preparation of the punched material
card, verification of the accuracy of the
punching, control of documents and
agreement of punched cards with pre
determined totals. The punched cards
are now re-sorted to job-order number
as to direct material and to appropriate
expense classifications as to indirect
material.
After preparing summary tabulations
of cards as the basis for entries in the
general and factory ledger control ac
counts and proving agreement with the
related credits to raw material and
purchased parts inventories, subsequent
treatment may follow the several al
ternative methods discussed under the
labor caption, namely:

1. Filing material cards in job-order
sequence in a work-in-process file.
2. Posting totals by job-order to a
manually maintained work-in-process ledger.

3. Preparation of job-cost ledger sheets
on which each material requisition
is listed.
4. Preparation of balance forward
summary cards for each job-order
supplemented by a historical rec
ord of transactions.
Factory Overhead
Before discussing methods obtaining
the charges for factory overhead ap
plicable to job-orders in process it is
necessary that assumptions be made as
to the accounting theory under which
overhead is applied to costs. Hence,
for the purpose of this discussion I shall
assume the following circumstances:
Actual factory overhead costs in
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curred and accrued are accumulated
in an overhead clearing account, prob
ably by departments and expense clas
sifications from labor distributions, ma
terial requisition distributions, journal
vouchers, accounts payable distribu
tions, etc.
The clearing account is credited and
work-in-process account charged by ap
plication to direct labor of each de
partment of an overhead rate based
either on dollar amounts or hours. The
rates may be predetermined or com
puted currently. Balances in the clear
ing account representing under or over
absorbed overhead are disposed of in a
manner appropriate to the existing cir
cumstances. Relief of the clearing ac
count and charge to work-in-process
account represents a control account
entry. Application to individual job
orders may be effected in several ways
under any bookkeeping method.
(1) The applicable overhead amount
may be recorded on each job time
card.
(2) Labor posted on job-order cost
ledger sheets may be classified de
partmentally and the overhead ap
plicable to the labor from each de
partment computed and posted
monthly.
(3) Overhead applied may not be
posted to job-cost sheets until the
job is completed and cleared out of
work-in-process.
Any of the above procedures may
be applied under the punched card
method. Under (1) above, the applic
able overhead is computed on the
job time card and punched into the
tabulating card. Or, the rate may be
punched into the card and the over
head computed mechanically.
Under (2) above, tabulations of
labor by job order would provide for
subtotals by departments. Overhead
cards would then be punched for ap
plicable overhead amounts and incor
porated in the work-in-process file. Un
der (3) above, the direct labor cards
first would be sorted to departments
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for the purpose of computing total
overhead application to be reflected in
control accounts and then sorted to
job order number to establish the workin-process detail file.

Completed Job Orders
As has been hereinbefore set forth,
the work-in-process detail ledger may
take one of four forms, as follows:

in
ventory.
The individual cards may then
be used as detail cards in the account
ing for finished parts and finished
goods inventory in a manner similar
to that described by a previous speaker
in connection with raw materials and
purchased parts.
Audit Verification

Any adequate system of accounting
should satisfy the following minimum
requirements:

1. A file of tabulating cards, in job
order sequence, reflecting accumu
lated labor, material, and overhead 1. Reference in the general ledger to
cost.
a book of original entry.
2. A manually maintained work-in 2. Books of original entry that are
clerically accurate, providing a cross
process ledger which has been
posted from punched-card tabula
reference to the source document.
tions.
3. Accurate subsidiary records cross
3. A loose-leaf work-in-process ledger
referenced to source documents and
created by the tabulating equip
supporting general ledger control
accounts.
ment itself.
4. A file of punched cards, one for 4. Periodic trial balances of subsidiary
each job-order, reflecting total ac
records which agree with related
cumulated costs, preferably supple
control accounts.
mented by a historical record of
5. The system must incorporate such
charges.
principles of internal check as to
assure accurate recording of all
To clear work-in-process accounts
transactions, classified properly, in
with respect to completed job-orders,
the books of account.
a punched card is created reflecting the
cost results of the completed order in
The fundamental approach of the
the elements of labor, material, and punched-card method recognizes these
overhead. Under method (1) above, requirements, and hence the problems
the data is obtained by tabulating all of review of the system of internal con
of the accumulated cards. Under trol and audit procedures are not dis
methods (2) and (3) the data is ob similar from those encountered under
tained direct from the ledger sheets. manual bookkeeping methods.
Under method (4) the final card may
be used as the medium for clearing Work-in-Process Inventories
work-in-process accounts.
A trial balance of job-orders in proc
If applied factory overhead has been ess at the audit date should be pre
charged only to control account with pared by tabulating the file of punched
out reflection on detailed records, it cards representing uncompleted orders.
is necessary to tabulate direct labor
Production reports, especially during
by departments and to calculate the the last few days of the audit period,
applicable overhead to be included in should be compared with the trial
the final cost card. The punched cards balance to ascertain that the job-orders
representing final costs of completed representing completed production
job-orders may now be tabulated to have been cleared from work-in-process
form the basis of a journal entry credit account.
ing work-in-process accounts and charg
If the tabulated trial balance con
ing finished parts or finished goods in sists of summary costs by job-orders
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the auditor should request detailed
tabulations of transactions for selected
job-orders. The detailed tabulations
should agree with the summary amount
appearing in the trial balance.
The selected detailed tabulations
may also be used for physical inspection
of job-orders and reference to produc
tion and progress reports in order to
verify material in process and last labor
operations. The auditor also may use
the selected detailed tabulations as the
basis for his inquiry as to the relation
ship between accumulated cost to date
of his examination, estimated cost to
complete, and sales value.
The auditor should analyze the con
trol accounts for work-in-process, fin
ished goods, and cost of sales and, by
tests, trace postings thereto to the un
derlying tabulating reports. Since the
underlying tabulating reports will be
arranged in job-order number sequence,
the auditor also may use these reports
for identifying orders on which work
appears to have been suspended and
may inquire as to reasons therefor.
In some manufacturing companies
it is the practice to charge work-inprocess account and credit raw ma
terial and purchased parts accounts
with material requirements at the time
work is authorized and prior to actual
issuance of material. In such instances
it is necessary to adjust the affected
accounts, so as to reflect the actual in
ventory positions. The manner of de
termining the appropriate adjustment
will vary with circumstances and the
character of available records. The ex
istence of, or possibility of rapidly re
constructing, a tabulation from pre
viously punched cards of all such trans
actions within a given period toward
the close of the year, and particularly
for those jobs on which no labor has
been performed, may aid in the com
putation of the required adjustment.
It is frequently the case that job
orders in process for a quantity of
identical items are partially cleared at
estimated cost amounts, to record trans
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fers of completed items to finished
stock or cost of sales. In such instances
the auditor should form an opinion as
to the reasonableness of the amounts
remaining in work in process with re
spect to uncompleted items. The de
tailed tabulations of work orders should
reflect separately the accumulated
charges and the credits which repre
sent cleared production as an aid in
appraising the residual balances.
Unit Costs of Finished Product Inventory
The auditor should select a number
of job-orders completed during the
period under audit and trace the total
costs and quantities completed to the
finished stock records. The auditor
should also request detailed tabula
tions of the transactions making up
the total costs of selected orders in or
der to compare the recorded transac
tions with requirements as set forth
on bills of materials and operation
schedules.
Verification of finished stock quan
tities will follow procedures discussed
by a previous speaker in connection
with raw material and purchased parts
inventories.
In connection with the verification
of manufacturing costs as well as work
in-process inventory, the auditor should
familiarize himself thoroughly as to
factors of internal control which have
been introduced into the machine
routines to assure accuracy of tabu
lated information. While these have
been discussed by other speakers, they
may be summarized again as including
as a minimum a predetermined total
for each batch of documents to be
punched, verification of key punching
of all information and summary con
trol amounts for comparison with tabu
lated reports.
A complete review of machine rou
tines may be used by the auditor as
a basis for determining the extent of
his tests and should also enable him to
make comments and recommendations
for improved methods.
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Basically, punched card procedures
represent a means, not an end. They
are transitional in character in that
they tie together the source document
and the end result. The end result is
a cross-referenced listing and the be
ginning is an original source document.
The punched card represents merely
a bridge between the end result and the
source. We may conclude, therefore,

that there should be no basic differences
between this method of accounting and
other generally accepted methods,
either as to recording and preserving
all original transactions, classifying and
reflecting the results of these transac
tions in the books of account, and pro
viding means of tracing back from the
end result to the source document at
some later date.

Verification of Accounts Receivable
and Related Sales and Cash Transactions
As Recorded on a Typewriter Type of
Bookkeeping Machine
By Harry Cooper, New Jersey
Member, American Institute of Accountants

deals with accounts re the nature of the records, and the type
ceivable arising from sales to of analysis required render available
customers by a manufacturing certain economies inherent in machine
operation.
Such machines, properly in
business and involves the customer
’s
ledger record, the related journals and stalled and with adequate related or
ganization, will usually improve the
open-item statements to customers.
Bookkeeping machines are now in efficiency with which the work is han
such general use that practically all dled and reduce the unit cost of such
of us use the records produced by such handling.
The machines most commonly used
equipment in our daily work. To a
considerable extent the general pub for recording accounts receivable and
lic, and even members of our profes related transactions are of the type
sion, use these records without a com writer or adding machine types. The
plete understanding of the details in former machine contains both a type
volved in their creation. We know writer and numerical keyboard, while
that proper machine operation pro the latter contains an adding machine
vides certain controls and checks as keyboard, coupled with a limited num
to the accuracy of the work and we ber of abbreviation or symbol keys.
often assume that the machine pro Both types of machines are equipped
vides adequate internal control from with two or more adding and sub
the audit standpoint. Accordingly, be tracting registers and with printing
fore discussing the audit verification mechanisms. The typewriter type of
of accounts recorded by machine, it bookkeeping machine is available with
is desirable that we discuss the ma either a cylindrical roller (platen) or
with a flat-bed writing surface. Each
chine and its use.
type of machine has certain features
Bookkeeping Machines
which may be advantageous for a
Bookkeeping machines are usually specific installation or purpose.
installed to supersede pen written
For purposes of this discussion, we
records when the volume of entries. shall consider only the typewriter type
70
his paper

T

Accounts Receivable

of bookkeeping machine on the as
sumption that the requirements for
descriptive writing in the accounts
make it desirable to have the regular
typewriter keyboard.
Before proceeding, it is desirable to
define certain bookkeeping machine
terms. A “register” is an adding mech
anism used to accumulate quantities
or amounts. A “vertical register” is
used to accumulate figures printed in
a given vertical column on the forms
used for a specific operation. A “cross
footing register” is used to obtain the
algebraic total of the figures printed
on the same writing line as to a given
entry or group of entries, as in the case
of the computation of the balance of
a given customer’s account on the basis
of a “pick-up” of the previous balance,
the addition of certain charges, the
deduction of certain credits, and the
determination of the resulting new
balance, positive or negative.

analysis of sales, and a similar result
may be obtained as to the posting of
cash receipts or sales returns.
While this discussion will concern
itself with the so-called “unit” system,
involving the posting of transactions
only once to a ledger sheet, attention
is called to the fact that in certain
types of business, such as banks and
department stores, there is sometimes
used a “dual” system involving the
posting of the transactions to a de
tailed statement in one operation and
to a summary ledger in another opera
tion. The principal advantage of the
dual system is that a comparison of
the totals to the “old balance” pick
ups in each of the two operations
offers a substantial assurance against
errors of posting to the wrong account.
Posting Sales Charges

Copies of prenumbered customers’
invoices are usually provided for a
numerical control file, kept at all times
in numerical sequence, and for a sep
arate posting medium for the machine
operation. An adding machine tape of
each day’s accumulation of invoices is
run from the numerical control copies
after verifying the fact that there are
no missing numbers. The opening and
closing numbers are noted on such
tape, which is turned over to a con
trol clerk in charge of the machine
operation, together with the related
posting copies of the invoices. Such
posting copies are sorted alphabetically
(or in the same sequence as the cus
tomer’s ledger accounts are arranged)
before being turned over to the ma
chine operator for posting. The ma
chine operator inserts in the machine
the sales journal (proof sheet) which
stays in the machine until the last
writing line is filled or the group of
posting involved is completed. In or
der to speed up posting, the ledger is
sometimes “stuffed” by inserting the
posting copies of the invoices or other
posting media in front of the respec
tive ledger sheets to which they are to

Bookkeeping Machine Records
The bookkeeping machine accounts
receivable record requires the use of
a loose-leaf ledger sheet, housed in a
machine posting tray or in a binder
from which the sheets may be with
drawn one at a time for posting, re
placed easily in the same location and
locked when not in use for machine
posting. Manual recording is used in
this connection only to the extent of
marking off the charges to the respec
tive accounts against the offsetting
credits. Such marking off is usually
effected either by cross referencing the
items in pen or pencil with a letter
or symbol, or by the use of a half-inch
date stamp to imprint the date of the
remittance or other credit beside each
of the related charges. By collating
two or more related forms in the ma
chine, it is possible to create two or
more records in one machine opera
tion. For example, as a by-product of
posting the charges of the accounts
receivable ledger sheet, there may be
created a sales journal with certain
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be posted. This work can be handled to a control ledger account with re
by a file clerk and minimizes the time lated pick-up of the “old balance”,
required by the operator to locate the clearance of the “new balance” and
accounts to be posted. In front of the “proof”. Such posting is printed di
journal the operator inserts one at a rectly or carbonized on the journal
time the respective ledger sheets to be sheet. She also clears the totals in the
posted. First the operator types on vertical registers as to “old balance”
the sales journal to the left the “old and “proof” on the journal sheet. The
balance” of the ledger account con journal sheets covering the postings
cerned. This amount goes into a cross concerned, together with the related
footing register and into a vertical posting memoranda, are then turned
register for accumulation of “old back by the operator to the control
balance” total. She then records the clerk for comparison of the total
invoice date (automatically) and in “charges” accumulated in the machine
voice number, types such description, if operation against the predetermined
any, as may be desirable, and types the total mentioned above. If such figures
invoice amount or amounts in the coincide, the posting must have been
“charge” column. Such invoice amount done correctly, barring an offsetting
enters the vertical register for the error or posting to the wrong account.
charge column and also the cross-foot The control clerk should then check
ing register as an addition to the “old the agreement of the totals of “old
balance” already therein. The machine balance” and “proof.” Any differences
is then tabulated to the “new balance” will be checked back against the proof
column where the total in the cross sheet and corrected.
footing register is automatically printed
In the average manufacturing busi
and cleared. The machine is next tabu ness no recheck is made as a precau
lated to the “proof” column where tion against posting to the wrong ac
the operator types the “old balance” count, inasmuch as the customer who
a second time by reference to the or has been charged in error can always
iginal source. Vertical registers are ar be depended upon to call attention to
ranged to accumulate the amounts of such infrequent error of this nature
the old balances typed in both the as may occur, with no particular
“old balance” and the “proof” col damage to anybody concerned.
umns. An agreement between the
Sales Journal
totals of these two vertical registers
indicates that the same amounts have
The sales journal form extends to
been picked up twice from the original the right of the ledger card so as to
source and offers a substantial assur provide a basis for analyzing the
ance that the “old balances” have been charges to customers as between
correctly picked up. There are various “freight, express, etc.,” “sales tax,” and
methods of effecting this so-called “merchandise.” To effect such analysis,
“line-proof” of pick-up, depending the machine mechanics are so arranged
upon whether or not a second cross that the amounts posted in the “charge”
footing register is available for that columns enter a second cross-footer,
purpose. In this case the second cross in addition to the first cross-footer, as
footing register is used for another described above. After the posting has
purpose as hereinafter described.
been completed on the ledger card it
After completing the posting of the self by clearance of the “new balance”
group of invoices involved, the operator from the first cross-footer and typing
clears the total accumulated in the of the second “old balance” pick-up
vertical register for the “charge” col in the “proof” column, the amount
umn by posting same in the negative of “freight, express, etc.” is typed in
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the next column on the journal sheet.
The amount of sales tax, if any, is
typed in the “sales tax” column and
the residual amount, representing mer
chandise, is automatically cleared from
the second cross-footing register in the
“merchandise” column. Vertical regis
ters are provided to accumulate the
totals of each of these three latter
columns so as to permit cross-proof
against the related total in the charge
column. Further analysis of the mer
chandise sold can be effected by using
separate invoices for the respective
classes of merchandise and posting the
invoices covering each class of mer
chandise in a separate group, using a
separate journal sheet. Otherwise, it
becomes necessary to indicate a code
designation beside each amount in the
above-mentioned merchandise column
and to effect an analysis by abstract
ing from the journal sheets. There
may be some advantage in indicating on
the journal sheet an abbreviation for
the name of the customer concerned
for purpose of reference or otherwise.
At the end of each run all vertical
registers are cleared on the proof sheet,
if not otherwise cleared by posting to
the control account.

off the remittances against the related
charges, as described hereinbefore, to
check the propriety of cash discount
deductions and, in general, to see that
the remittance memoranda are in in
telligible form for the posting opera
tion. When this has been accomplished,
the control clerk advises the cashier
of any remittances which should be
questioned as a possible basis for return
of the checks and obtains from him
a predetermined total of the remit
tances which he is depositing in the
bank. The remittance advices them
selves are turned over to the machine
operator for posting,
If desired, the control clerk can ar
range for the ledger to be “stuffed,”
as described above, and will arrange
for debit tickets to be made up as to
any excessive deductions effected by
the customer, either for discounts or
otherwise. The remittance advices are
then posted to the customers’ ledger,
using a cash receipts journal as a proof
sheet in such operation. The remit
tances are posted in the credit column
of the ledger sheets in terms of the
gross amount of the credit before de
duction for cash discounts. In addition
to entering the first cross-footer for the
purpose of computing the “new bal
Posting Cash Credits
ance,” the amount of such postings
The posting of cash credits is han enter the second cross-footer. This per
dled in a manner similar to that of mits posting on the cash receipts jour
posting sales charges, except that the nal sheet to the right of the ledger
gross amounts of cash received are card, in columns provided for “cash
posted in the credit column instead discount allowed” and “trade discount
of in the charge column. As a pre and allowances,” in such manner that
liminary to machine posting, the in the latter items will be deducted in
coming remittances in the form of the second cross-footer from the “gross
checks, money orders, cashiers’ tickets credit” posted to arrive at an automatic
(in lieu of cash), etc., are routed to clearance of the “net cash” received.
the cashier who sorts same alphabetic- The “net cash” will be compared with
ally by customer’s name, then separates the predetermined total provided by
the remittance advices from the re the cashier and any difference there
lated checks, money orders, etc., and from located and corrected. In this
forwards the remittance advices to the operation it is uniformly desirable that
control clerk in charge of the cus a brief designation of the customer’s
tomers’ ledgers. The control clerk ar name be typed on the cash receipts
ranges for someone, other than the journal to one side of the ledger sheet
machine operator, to review and mark in such manner that the journal will
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serve as a complete detailed cash re
ceipts record, obtained as a by-product
of the posting operation. On this basis
it should be unnecessary that the cashier
make any further record other than
a duplicate of the deposit slip con
cerned.

chanics and the operating control on
the accuracy thereof. It is obvious that
an independent audit verification of
the balances of customers’ accounts
obtained under such routine and of the
accountability for the values involved
requires a complete understanding of
the routines. Otherwise the auditor
will not be in the position to judge
the minimum or reasonable require
ments for test checks which, coupled
with the factors of internal control
included in the operating routine, will
be adequate to satisfy the requirements
of audit.
The audit program as to this section
of the work should, therefore, contain
the following basic steps:

Posting Sales Credits
Sales credits covering returned mer
chandise may be posted separately
from sales charges, provided the vol
ume thereof is sufficient to warrant
separate handling. Otherwise sales cred
its will be combined with the sales
charges and posted as negative
charges.
Trial Balances
As of the close of business for each
month’s operations, and possibly at
ignore frequent intervals, it will be de
sirable that a trial balance listing be
effected as to the balances of all cus
tomer’s ledger accounts, as a basis for
proof against the related control ac
counts. Such trial balance listing will
serve as an assurance that no current
account cards are missing from the
ledger tray and will also serve as an
assurance that no errors of “old bal
ance’’ pick-up or otherwise have es
caped the daily control thereon.
As soon as the closing balances for
the month have been verified, open
item statements should be prepared on
the bookkeeping machine for purposes
of proving that the remittances have
been properly marked off, that there
are no partially unpaid invoices, which
might indicate the necessity for atten
tion, and to provide the customer with
a statement against which the custo
mer’s records can be verified. This
statement is usually prepared in du
plicate so that the original can be
mailed to the customer and the du
plicate copy kept as a record thereof.

(1) A review and memorandum of
the accounting procedures, or
ganization and elements of in
ternal control and audit. This
review should cover the handling
of customers’ orders from their
inception, including the mech
anics for handling shipments to
customers, back orders, prepara
tion of invoices, together with
the handling of credits and col
lections. Particular attention
should be given to the control
on the correlation between the
withdrawal and shipment of mer
chandise from inventory, and the
related invoicing thereof, from
the standpoint of assurance that
all merchandise withdrawn from
the inventory up to the close of
business on the balance-sheet
date has been invoiced and
charged to customers’ accounts,
and that nothing has been
charged to customers’ accounts
which is still on hand and in the
inventory.

(2) Sufficient test checks of cross sec
tions of the work during the
period under audit to provide
assurance that all prescribed
procedures are being followed on
a consistent basis and that the
results obtained are proper and
accurate. Such test checks should
ordinarily include a detailed

Audit Verification
The above material outlines the de
tails of the machine accounting me
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check of the transactions as to
each phase of the work for one
or more months of the year under
audit, or for such other reason
able period as may seem practi
cal and adequate to the auditor.
If the results of such test checks
indicate that the work is not be
ing handled on a consistent and
proper basis with substantial ac
curacy, it becomes necessary for
the auditor to exercise judgment
as to the extent to which his test
should be expanded in order to
correct the accounts or to assure
himself that the results are ade
quate. Such test checks should
include the following:
(a) Check of copies of ac
knowledgments of cus
tomers’ orders against ship
ping records, copies of cus
tomers’ invoices and stock
records.
(b) Check of customers’ mer
chandise returns against re
ceiving records, credits to
customers and stock rec
ords.
(c) Check of predetermined to
tal of numerical control
copies of customers’ in
voices, as to which the com
pleteness of sequence of
numbers is established,
against related totals of
machine postings to the
customers’ accounts.
(d) Check of daily total of
amounts deposited in the
bank accounts, as received
from customers, from the
cash records and bank
statements against the to
tals shown on the cash re
ceipts journals created as
a by-product of postings to
customers’ accounts.
(e) Check the details of cash
discounts allowed to deter
mine that such discounts
are allowed only upon the
basis of payment within
the discount period and at
the prescribed percentages.
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(f) Check allowances credited
to customers, other than
for discounts or returns, to
see that such allowances
are effected only upon the
basis of proper and pre
scribed approvals and that
the amounts of such allow
ances are reasonable under
the circumstances present.
(g) Check the records of ship
ments effected immediately
before and after the bal
ance-sheet date against re
lated invoices and stock
records to determine that
all merchandise shipped
within the period has been
invoiced and removed from
inventory, and that no mer
chandise which has not
been shipped during the
period has been invoiced
or removed from inventory.
(h) Check the prices used on
customers’ invoices against
an authorized price list or
other authorizations and
check extensions and foot
ings on such invoices.
(3) Effect a complete check of open
item statements rendered to cus
tomers as of the balance-sheet
date against the individual ledger
accounts and against the trial
balance of such accounts.
(4) Age the accounts receivable as
to current, 30 days, 60 days, 90
days, and prior.
(5) Review all unpaid balances over
60 days and check against corres
pondence and collection follow
up procedures in process and
against credit approvals, as a
basis for evaluating such receiv
ables and the credit and collec
tion procedures in connection
therewith.
(6) Review entries reflecting the
write-off of accounts receivable
balances, together with related
correspondence,
authorizations
and circumstances.
(7) Check all summary postings of
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(8)

(9)

(10)

(11)

(12)

both charges and credits from
accounts receivable control ac
counts in the general ledger to
the underlying journals.
Check the recorded collections
representing recoveries of ac
counts previously written off, re
view carefully the manner in
which such items are handled and
the factors of control as to the
accountability therefor.
Review and analyze the reserve
for doubtful accounts as set forth
in the general ledger as a basis
for determining the propriety
and consistency of the provision
for loss on doubtful accounts
charged to expense for the period
under audit, and also from the
standpoint of the amount of the
reserve as a proper evaluation of
the receivable total.
Review collections from custo
mers in the period immediately
following the balance-sheet date,
particularly with relation to old
and doubtful balances.
Credit balances in the customers’
ledger should be investigated and,
if found to be properly such, the
total thereof should be segregated
and included in the balance sheet
among the liabilities.
Accounts receivable from stock
holders, directors, officers and em
ployees, unless for ordinary and
current trade purchases of mer
chandise, should be shown separ
ately on the balance sheet. De
posits on account of future de
liveries should also be segre
gated and shown separately on
the balance sheet. Accounts re
ceivable from affiliated concerns,
even though arising from trans
actions in the ordinary course of
business, should be shown separ
ately on the balance sheet. They
may properly be included as cur
rent assets only if the debtor com
pany has a satisfactory margin
of current assets over current
liabilities, including such ac
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counts. Sales to affiliated com
panies should be investigated to
determine whether another com
pany’s profits are present in in
ventories which should be elimi
nated in consolidation or other
wise.
(13) Accounts receivable that have
been hypothecated or assigned
should be so shown on the bal
ance sheet.
(14) Confirm the accounts receivable
balances by direct communication
with the debtors. Where practic
able, such confirmation should
be effected by enclosing a suitable
form with the customer’s state
ment for the last month of the
audit period, as a basis for the
signature of the customer and
the return of such form directly
to the auditor’s office, with no
tations of any lack of agreement
as between the customer and the
company under audit. Such pro
cedure is conducive to a prompt
response from the customer, mini
mizes mailing costs, and results
in a minimum of inconvenience
to all parties concerned. The re
plies received from the customer
should, of course, be carefully re
viewed by the auditor against re
lated records.
In substance, the above-mentioned
audit procedures as to accounts receiv
able and related sales and cash trans
actions as recorded on a typewriter
type of bookkeeping machine do not
differ materially from those prescribed
where the transactions are entered by
manual methods in similar records.
The essential difference is the impor
tance of the review and evaluation of
the operating and control procedures
involved in the machine operation.
A well organized machine accounting
procedure of this nature renders avail
able to the auditor a clean-cut and ac
curate record which should ordinarily
simplify the audit work to a substantial
extent.

Verification of Purchase and Expense Analysis
as Recorded on a Typewriter Type of
Bookkeeping Machine
By J. Lewis Simon, New York
Member, American Institute of Accountants

audit verification of pur machine records after the records have
chases and expenses, together been closed on an accrual basis as to
with the related classification each month’s operations.
The routine will presuppose—
thereof represents a section of audit
procedure in which a great deal of time
(1) A centralized purchasing depart
and cost to the client can be saved
ment, using a prescribed form
(without impairing the adequacy of
of multi-copy purchase order (with
the result) by the use of reasonable
prices set forth thereon) with
tests, coupled with a review and evalua
copies of each order to the ac
tion of the accounting procedures and
counting department and to all
other interested departments.
of the system of internal control and
(2) A centralized receiving depart
audit in effect.
ment with a prescribed form of
This section of the audit is the
multi-copy
receiving report with
basis for the determination of the
copies to the accounting depart
propriety and consistency of the clas
ment, stores ledger and to other
sification of expense and capital ele
interested parties.
ments and is a measure of the ade (3) A separate section of the account
quacy of the accountability for the
ing department for the checking
values handled by the personnel con
of vendor’s invoices and approval
cerned. The elements involved flow
for payment in time to take ad
vantage of all available cash dis
into all sections of the balance sheet
counts.
and statements of profit and loss and
surplus, and include many fine dis (4) An adequate organization with
precisely defined allocations of re
tinctions in accounting treatment which
sponsibility and authority.
call for judgment on the part of the
(5)
A complete and carefully arranged
auditor.
classification of accounts, num
bered under a four-digit decimal
Equipment and Routines
system, with a related manual of
For purposes of this discussion, there
accounts defining in reasonably
will be assumed an accounts payable
precise terms the nature of the
items to be charged or credited
and related purchase and expense an
to the respective accounts con
alysis routine recorded on a typewriter
cerned.
type of bookkeeping machine. This
involves the use of a duplicate remit (6) An adequate system of internal
control and audit.
tance statement with related journal
(proof sheet), and a secondary post
Under the system in effect, all ven
ing of the vendors’ invoices to a “pur dors’ invoices received through the
chase analysis” ledger, likewise with mails or otherwise are routed to the
related journal (proof sheet). The accounting department for checking.
summarized results of the transactions Such invoices are attached to and
concerned are transmitted to the gen checked against the related copies of
eral and factory ledgers by means of purchase orders and receiving reports
a journal voucher, prepared from the as to authority for the purchase, quan77

he

T

Auditing Machine Kept Records

tities, prices, and receipt of material
in good condition. Extensions and foot
ings are verified, discount dates noted,
account classifications are noted, and
invoice is approved for entry and pay
ment. Each day’s accumulation of ap
proved invoices is routed to the con
trol clerk having custody of the book
keeping machine operations, where the
invoices are sorted alphabetically by
name of vendor. They are then passed
to the machine operator, preferably at
a fixed and regular time each day, for
posting to the remittance statements
in terms of posting date, our number,
vendor’s reference, gross amount, and
deductions. A separate remittance
statement is used for each vendor for
each payment date. In the case of cer
tain vendors, it may be necessary to ar
range for more than one payment date
during the month, so as to take ad
vantage of cash discounts. Each remit
tance statement will be the basis for
the check when drawn. The duplicate
copy of the remittance statement is
used as a voucher jacket, attached to
the invoices posted thereto after the
posting operations have been com
pleted, and filed alphabetically after
payment.
The totals accumulated in the initial
posting of the group of invoices con
cerned are cleared from the machine
by posting to a “remittance statement
control.” The invoices are then turned
over to the control clerk, together with
the related journal or proof sheet, and
are resorted in sequence of account
numbers noted thereon and turned
back to the machine operator for post
ing to the purchase analysis ledger
cards, which are arranged by account
numbers. In posting to this record, it
is desirable to note in the description
column an abbreviation of the name
of the vendor concerned so that under
lying invoices (which are filed alpha
betically by name of vendor) can be
located for purposes of quick reference,
analysis, or audit. The totals accumu
lated in this operation are cleared

from the machine by posting to a
“purchase analysis control” and the
invoices with related journal (proof
sheet) are turned over to the control
clerk. The totals accumulated in post
ing to the remittance statements are
compared with those of the posting to
the purchase analysis ledger and an
agreement thereof indicates the ac
curacy of the posting. Any differences
are located and corrected.
Inasmuch as many of the postings
will involve a pick-up of the previous
balance, either on the remittance state
ment or on the purchases analysis card,
there is always a possibility of an error
in effecting such pick-up. As a pre
caution against this possibility, a “line
proof” of pick-up is used. Such line
proof consists of picking up the old
balance once on the left hand side of
the journal, making the posting, and
again picking up the old balance on the
right side of the ledger sheet with a
machine indication as to whether or
not the same figures have been picked
up, The assumption is that the operator
will not make the same mistake twice
and that any errors in pick-ups will
be indicated and corrected at the time.
The only other possibility of error
consists of posting to the wrong ac
count or offsetting error, and such
possibilities should be minimized by
such review and rechecking as may
seem necessary.
The controls above mentioned are
usually handled as to each month’s op
erations separately, so as to permit a
current comparison between the bal
ances shown on the two controls. On
this basis the complete control account
for unpaid invoices is prepared by
combining the respective monthly con
trol of remittance statements on a
cumulative basis and charging thereagainst the totals disbursed in pay
ment o
f invoices, plus cash discounts
taken thereon. Trial balances should
be taken at weekly intervals from the
unpaid remittance statements as an
assurance that the amounts thereof are
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accurate. A trial balance of the pur
chase analysis ledger after the closing
of each month’s operations is usually
sufficient.

each invoice to the listing on the
voucher jacket.
(c) Verifying the footing of
amounts of invoices listed on the
voucher jacket, less deductions for
cash discounts, debit memos, etc.
(d) Comparison of invoices with
related purchase orders and re
ceiving reports.

Audit Verification

The audit program as to the verifi
cation of the purchase and expense
analysis section of the above mentioned
work should be somewhat as follows:

(e) Examination of voucher jack
et and supporting invoices for re
quired approvals.

(1) The auditor should first make a
careful study and memorandum
of the accounting procedures and
system of internal control and
audit in effect. The audit steps
outlined in subsequent paragraphs
will afford substantial evidence as
to the degree that such procedures
and system of internal control are
in fact being followed.
(2) The purchase analysis ledger cards
should be compared, as to number
and name of account and monthly
total, with the journal entries tak
ing up the distribution of items
vouchered during each month.
(3) The credit to audited vouchers
payable as shown by these journal
entries should be compared with
the monthly totals on the related
purchase analysis control cards.
(4) The postings of the monthly
charges to the various general and
subsidiary ledger accounts should
be test-checked from the purchase
analysis ledger cards.
(5) The propriety of the distribution
of individual invoices should be
tested either by the examination
of all of the vouchers for one or
two months out of the period
covered by the examination, or by
examination of a number of
vouchers from each month in the
period. Such examination would
include:

(f) Determination that available
cash discounts have been taken,
and inquiry into reasons for dis
counts lost.
The vouchers and supporting docu
ments thus examined should be
stamped or initialed by the auditor
to indicate that they have been ex
amined and approved by him. The
charges to the various accounts, as
shown by the invoices attached to the
vouchers examined, should be traced
to the related purchase analysis ledger
cards to see that they have been
properly taken up.
The auditor should also scrutinize
the charges shown on the purchase
analysis ledger cards for the period
under examination and investigate
items which appear abnormal as to
amount or where the vendor’s name
does not appear appropriate in con
nection with the title of the account
charged.
The execution of the audit steps
just outlined, together with the ad
ditional verification of charges which
results from the required analyses of
certain accounts, should be sufficient
to satisfy the auditor as to the sub
stantial accuracy of charges derived
from accounts payable vouchers. How
ever, if the work done indicates that
due care has not been exercised in the
keeping of the records, the auditor
should call the client’s attention to the
conditions found and expand his tests
to the extent necessary to satisfy him
self as to this phase of the examination.

(a) Determination of propriety of
account charged by reference to
the classification of accounts in
use and by consideration of the
nature of the item vouched.
(b) Checking the gross amount of
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Personnel Relations
By Charles E. Fernald, Pennsylvania
Member, American Institute of Accountants

of personnel rela full-time employment to properly qual
tions as applied to the man ified young men and women on an ap
agement of the small or mod prenticeship basis. For this reason we
erate size public accounting firm ishave
one established the following levels of
in which I have been actively inter employment: (1) Office assistants—in
ested for many years. It is one of the ternal; (2) Junior accountants; (3) Spe
most important management functions cialists.
of our profession at the present time.
The majority of the present partners
The junior accountants we select and and principal staff members started
train today will be the members and with our firm in one of the first two
representatives of the accounting pro classifications. The only exception to
fession tomorrow. This fact alone places this policy has been in the case of
a far greater responsibility upon us certain specialists who have been em
than just the immediate problem of ployed at a higher level because of
keeping our staffs manned with com their experience and background in a
petent accountants. I shall endeavor to particular industry or men specially
present what appears to be the most im trained in the technical services of
portant phases of the subject, and out system design and installation, pro
line briefly the personnel policies de cedure analysis, or office management
veloped by our own firm.
and office methods.
Personnel management in a public
The qualifications we believe essen
accounting firm can be divided thus:
tial for men or women entering the
accounting profession are as follows:
(1) Selection of personnel
(1) Positive personal characteristics
(2) Staff training
and aptitudes
(3) Compensation
(2) Adequate education and techni
(4) Policy regarding advancement,
cal background.
in-grade increases, and employee
rating
Some of the personal traits required
(5) Relationships with clients
of the applicant are:
(6) Membership and participation in
(1) High moral character
professional and trade associations (2) Sincere interest and proven loy
(7) Vacation, sick-leave, insurance,
alty
and other special benefits.
(3) Pleasing personality
(4) Leadership qualities
Selection of Personnel
(5) Imagination, initiative, and per
severance
Of primary importance in any per
sonnel relations program is the selec (6) Neatness and conservatism
tion of personnel. It has been the policy (7) Self-assurance
of our firm for many years to offer (8) Ability to get along with others
he subject
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Personnel Relations
Ability to talk and write effec
tively
(10) Professional sense of service.

(9)

Every junior accountant will not
possess all of these qualities. However,
it is essential that he demonstrate the
proper attitude toward the career he
is starting, and that he possess potential
qualifications which can be developed.
The technical education and back
ground of the applicant is of equal
importance. If he wishes to succeed in
the accounting profession, he must have
a sound training in accounting and
related subjects. However, many of
our best staff men have acquired their
formal accounting education while in
our employ by attending the evening
school of the University of Pennsyl
vania or other recognized educational
institutions. It is primarily for this
reason that we established the job class
ification of office assistant—internal.
Men who have already completed their
studies of accounting and commercial
law are generally employed in the capa
city of junior accountants.
It should be emphasized that the
public accounting firm is primarily
selecting men for the profession and
not just hiring employees. On that
premise we have found that the most
capable men are recruited through the
colleges and universities in the com
munity. The men selected in this man
ner have already demonstrated their
interest in accounting as a profession
and their aptitude for the work has
already been tested. Within the past
year we have established a veteran’s
apprentice training program which we
believe has been mutually beneficial,
both to those veterans whose account
ing training was interrupted by the
war and to our firm. This training
program, an outline of which is here
for anyone interested in seeing it, is
in keeping with our long established
policy of selecting and training our
own staff members. It has also enabled
us to attract qualified veterans, who

otherwise would have been prevented
by personal financial obligations from
resuming their public accounting
training. The actual employment pro
cedure is comparatively simple and in
formal.
Each applicant is requested to com
plete our application form and submit
it, together with a transcript of his
high school and college work, before
he is granted an interview. This per
mits us to review the candidate’s edu
cation and experience, and provides
a more intelligent basis for the inter
view. As a matter of policy several or
all of the partners will interview the
applicant independently, and compare
their observations before a final deci
sion is made. We have developed a
simple examination for testing the ap
plicant’s basic knowledge of mathe
matics and accounting principles. This
test is not given in all cases, depending
primarily upon the applicant’s previous
experience and the quality of the ref
erences he has furnished. Tests are
particularly helpful in determining the
qualifications of men who have not
been previously employed in public
accounting.

Staff Training
The training program and the faci
lities available to the new staff members
are outlined as follows:
(1)
(2)
(3)
(4)
(5)

Indoctrination
Library and industry files
Staff manual
Staff meetings and staff
school
Assignments and supervision.

Each new staff member undergoes
a period of indoctrination before he is
actually assigned to the staff. During
this period he is assigned to the office
manager. He is given personal instruc
tion regarding such matters as company
policies, internal forms and procedures,
and standard working papers. For a
portion of this period he will work in
the checking department, where he will
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have an opportunity to see and read
a great number of reports of all types.
Company regulations regarding term
inology and report form will be pointed
out and emphasized. He will also have
an opportunity to work in the filing
department. It has been found that
this indoctrination period saves many
valuable hours of staff time and re
duces procedure errors to a minimum.
The general library, tax library, and
the industry files are available to staff
members at all times. With the excep
tion of certain standard reference works
and the tax service volumes, staff mem
bers are at liberty to take books and
other material out at their convenience.
Each staff member is also provided with
a Staff Manual containing current in
structions and procedures for the mem
ber’s guidance.
Staff meetings are conducted regu
larly, and it has been our practice to
have a staff school each spring and fall.
These schools run for eight weeks in
each season, and are normally held
on Saturday morning. A complete pro
gram is outlined in advance and various
partners and principal staff members
are assigned the responsibility for con
ducting particular sessions.
Each session is divided into three
periods, each period devoted to one
of the following topics:
(1)
(2)
(3)

Internal procedures, policies, and
regulations
Accounting principles and audit
ing procedures.
Accounting systems and office
methods.

The purpose of these schools is not
to teach accounting fundamentals but
rather to direct attention to recent de
velopments. Guest speakers are invited,
particularly in connection with the ses
sions devoted to accounting systems and
office methods. These staff schools have
proved very worth-while and have the
effect of stimulating new interests on
the part of staff members in all phases
of accounting practice.
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The organization procedure provides
for assigning a staff member to a
particular partner on a permanent
basis. However, the partners cooperate
in the exchange of men so that each
member will receive well balanced ex
perience in each type of industry and
business. We believe that versatility
and diversified experience of each staff
member is particularly important in a
small or moderate sized accounting
firm. It has definitely aided us in main
taining our policy of a permanent fulltime staff.
Compensation
The system of job classification is
based on the following position titles:

(1)
(2)
(3)
(4)
(5)

Office assistant—internal
Junior accountant
Semi-senior
Senior accountant
Supervising accountant.

A fixed basic salary range has been
established for each classification. In
setting the rates applicable to each
classification, we have endeavored to
maintain individual earnings at a level
commensurate with the degree of skill
required and the amount of responsi
bility assigned. The range provides
sufficient spread to enable us to give in
grade increases on a merit rating basis.
The staff members employed in the
first three classifications work on a
fixed salary basis, plus overtime, trav
eling expense, and supper money. The
staff members in the last two classifi
cations, i.e., senior accountant and
supervising accountant receive a bonus
in addition to their basic salary. These
bonuses are paid quarterly, based on
factors related to the man’s ability and
operating results. Supper money is paid
at a fixed rate when an employee works
two and one-half or more hours over
time in any one day. This is in addition
to the payment for overtime.
In addition to the base -salary, over
time, bonuses, and supper money, the
staff members of course are reimbursed

Personnel Relations
profession. Some of the factors which
are considered important are:

for all traveling and living expenses
while away from home on company
business. Traveling expenses are paid
on the basis of actual expenses paid and
the payment is supported by a travel
expense voucher prepared and signed
by the employee. Staff members may
request a travel advance for an esti
mated amount before starting a trip
subject to an accounting when the trip
has been completed and the actual
expenses determined.

(1)
(2)
(3)

Policy Regarding Advancement, In-Grade
Increases and Employee Rating
I discussed the system of job classi
fication which is used, in the preceding
section of this paper. As previously
stated, the salary ranges provide for
giving in-grade increases at regular in
tervals. These increases are based upon
a review of each employee’s progress
at the end of each six-month period.
To aid in making a fair analysis of
the individual’s progress, a personnel
checking sheet is used. This sheet lists
all of the factors which contribute to
his success with the company, and pro
vides a yardstick for determining his
aptitude for public accounting. The
partner to whom the man is assigned
completes the personnel checking sheet,
indicating the man’s rating on each
of the factors separately.
On the basis of the rating deter
mined from the personnel checking
sheet, together with a review of his
personnel file, attendance record, etc.,
the man’s eligibility for an increase is
decided. Each staff member is afforded
a personal interview at this time and
his good points as well as his weak
points are discussed with him on a
frank and friendly basis.
Relationships with Clients
Too much emphasis cannot be placed
on the importance of the staff member’s
sense of professional service. If he is
not able to get along with others, and
handle successfully contacts with the
client, he can never succeed in the
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Personal habits and conduct
Confidential nature of the ac
countant’s work
Exercise of tact in asking ques
tions, making suggestions, etc.

The first two of these factors apply
to every staff member, junior as well
as senior. Staff members must be punc
tual and observe the client’s working
hours. Neatness of appearance and con
servatism in dress are very important.
He must be able to maintain friendly
relations with the client’s employees,
and at the same time retain a pro
fessional bearing and avoid familiarity.
Great stress is placed on the necessity
of treating the client’s affairs as highly
confidential. Staff members must never
discuss these matters with outsiders and
should only discuss them with other
staff members when necessary in the
normal course of their work. Idle gos
sip about the client, his business affairs,
or his employees cannot be tolerated.
Company regulations can and should
govern such matters as questions, sug
gestions, correspondence, and personal
contacts. Generally speaking, the junior
accountant should be trained to address
all of his questions and suggestions to
his own supervisor. Correspondence
and personal contacts with the client
are handled or at least approved or
signed by the partner or supervising
accountant. Only in this way can a
consistent course of action representing
company policy be followed.

Membership and Participation in
Professional and Trade Associations
Because of the rapidly increasing
scope of the services which the public
accountant is called upon to render, it
is advisable for staff members to have
as many contacts with outside profes
sional and business groups as possible.
For this reason our men are encouraged
to participate in as many associations
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vacation the following schedule is used:
(1) Anyone employed prior to Janu
ary 1st of the preceding year is
entitled to two weeks.
(2) Anyone employed prior to July
1st of the preceding year is en
titled to one week plus a day for
each two months of service prior
to July 1st.
(3) Anyone employed after July 1st
of the preceding year is entitled
to one day for each two months
of service.
(4) Staff members returning from
service in the armed forces are
given full credit for their time
prior to entering Army or Navy.
In scheduling vacations, staff mem
bers are requested to take one week
prior to July 10th and one week after
August 9th. No vacations are allowed
between July 10th and August 9th
except in unusual cases. The following
holidays are observed:

of this type as they can find time for.
Some of the organizations in which
our firm has either company or indi
vidual memberships are:

American Institute of Accountants
Pennsylvania Institute of Certified Pub
lic Accountants
New York State Society of Certified
Public Accountants
New Jersey Society of Certified Public
Accountants
National Association of Cost Accoun
tants
National Office Management Associa
tion
Credit Men’s Association of Eastern
Pennsylvania
Better Business Bureau of Philadelphia.
The firm pays the dues for these
memberships, and encourages the men
who are members to invite other staff
members to attend meetings of special
interest sponsored by their particular
organizations or associations. Publica
tions of these associations are also
routed to all principal staff members
and are then made available for read
ing and study by all staff members.
It is felt that attendance at these meet
ings and access to the literature and
publications of the associations con
tributes to the general knowledge of
our staff members and aids them to
keep abreast of new developments in
the respective fields.

New Year’s
Good Friday and Saturday
Decoration Day
Fourth of July
Labor Day
Thanksgiving
Christmas.

The company policy with regard to
sick-leave is as follows:

(1)
(2)

Vacation, Sick-Leave, Insurance and
Other Special Benefits

The vacation plan 'provides for a
two-weeks vacation with pay. In deter
mining an employee’s eligibility for

Year of Employment

(3)

Full salary is paid for the first
15-day period.
50 per cent of full salary is paid
for the second 15-day period.
No remuneration is paid for the
time lost in excess of 30 days.

The following schedule determines
an employee’s eligibility for sick-leave:

Salary Benefits

Maximum Benefits

First

1¼ days per month

15 days

Second

15 days plus unused credit from the
previous year

30 days

Third

15 days plus unused credit from the
previous year

30 days
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Benefits are based upon the fiscal
year—July 1 to June 30. A doctor’s cer
tificate must be presented for all ab
sences of three or more days.
The company participates in the
group hospitalization plan sponsored
by the Associated Hospital Service of
Philadelphia. All employees and mem
bers of their families are eligible, and
the monthly premiums are handled as
a regular payroll deduction as a matter
of convenience.
Considerable time has been spent in
investigating various health and acci
dent policies as offered by the insurance
companies. We do not have any form
of group health and accident insurance.
However, employees are encouraged to
carry some insurance of this type ac
cording to their individual needs. Our
sick-leave plan provides for the first
month of absence due to sickness or
accident, thus permitting the employees
to take advantage of the 30-day waiting
period, with a substantial saving in

the amount of the premium. In order
to assist the employees and relieve any
hardship resulting from paying the ini
tial premiums in a lump sum, provi
sion has been made for making equal
deductions of premiums from the
monthly payroll checks.
We have also studied carefully the
possibility of establishing some form
of pension plan. However, we have felt
that such a plan was not practicable at
this time. The average moderate sized
accounting firm does not have a suffi
cient number of employees who would
be eligible, on a long-term basis, to
participate in such a program.
In closing I would like to emphasize
that our personnel relations program
is based on efficient selection methods,
continuous training programs, adequate
supervision, and fair and just treat
ment, with a sincere desire on the part
of top management to view all person
nel problems from the employee’s as
well as its own viewpoint.

Accounting for His Own Practice
By Benjamin A. Wilson, North Carolina
Member, American Institute of Accountants

is to tell the ac probably the most vital. In the early
countants how to account for days of our responsibility in this regard
themselves. It would seem just we prepared bills for services with con
as logical to show a duck how to stant
swim.fear that our charges would be too
The personal records of accountants high or too low. Billing remains a
should, theoretically, be models of tech problem regardless of experience.
nical and practical perfection. Most of
In order to deal fairly with each
us, however, have been unable to find client, some common standard must
the time necessary to apply ideas which be used to determine our charge. Any
occur to us on our way home at mid arbitrary method of determining fees
night or at some other inopportune would reflect many factors which
time. Some of the ideas advanced in should not be considered. The “stetho
this discussion probably never would scope method” of charging until the
have been formalized except for the blood pressure rises is dangerous. It
program committee of this meeting. appears that the most advisable basis
The ink on the forms you have is barely is developed by accumulating the hours
dry.
consumed on each service and applying
In considering accounting factors in a standard rate. The resulting per
our practice, it would seem that de diem charge is a term generally used
termining fees and collecting them is in accounting practices. After the basic
85
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charge has been developed in this man
ner, it would seem equitable to adjust
the charge to reflect the particular
circumstances bearing upon each en
gagement.
If this method of determining fees
is accepted, the reporting of time by
each member of the organization is
essential. The periodic accumulating
of per diem charges in an asset account
appears obligatory if the practitioner
is to conduct his affairs in a financially
enlightened manner. In addition to in
formation vital for billing, this accrual
method of recording charges affords the
following advantages: (1) The progress
of the engagement may be measured by
comparing accumulated charges with
estimates prepared in advance; (2)
Comparisons of fees earned from month
to month and year to year indicate
trends in the progress of the practice
and steps may be made to prepare for
developments before a crisis arises; (3)
The accumulated value of work per
formed but not billed is vital when
seeking credit to meet financial de
mands in seasons of extreme activity;
(4) Accurate financial information is
reassuring, inspiring and just as es
sential to an accountant as it is to a
businessman.
Probably most practitioners regularly
use time reports on which the hours
within the reporting period are ac
counted for. The reports also generally
include a statement of expenses in
curred by each reporting member of
the organization. The manner in which
charges shown on time reports are
summarized according to individual cli
ents probably varies widely among us.
The fourth sheet of the forms which
have been distributed is a specimen
work-in-process sheet. This sheet con
tains all accounting information per
taining to each client. The sheets are
filed alphabetically in a special loose
leaf binder. Standard classification sym
bols may be used to denote the type of
service performed or the symbols may
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be inserted in the space provided on
the form as each service develops. The
(A) and (T) symbols probably will
always be used to designate time con
sumed on audits and tax returns.
The space provided on the form for
a memorandum as to billing should
be completed by the principal respon
sible for the engagement at the time
arrangements are made.
Before posting the time reports to
the individual work-in-process sheets
the total hours, whether productive or
unproductive, shown on the time re
ports are priced at the prevailing per
diem rate and the amount of expenses
shown on the report is added to the
value of the time, so that each report
has an aggregate value which will be
used at the end of the month in prov
ing the monthly charges. The hours
shown on each report are then posted
to the respective sheets. Separate sheets
should be carried in the front of the
binder for each classification of unpro
ductive time. Separate columns have
been provided for expenses so that the
aggregate value of all the time reports
will be included in the sheets when the
postings have been completed and the
values extended.
In our example, it is presumed that
time reports are prepared weekly and
on the last day of the month. When
the reports for the last period of the
month have been posted, the hours
shown on the work-in-process sheet are
totaled; the value of the service of each
grade or classification is computed by
applying the prevailing per diem rate;
and the aggregate of the per diem
charges is then accumulated in the col
umn provided for that purpose. The
expense column is totaled and the total
charges are extended. In order to con
serve space, separate value columns
have not been provided for each grade
but memorandum amounts may be in
serted in any space which is convenient.
The monthly ruling should not be done
until the charges are proved, in the
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manner which will be described later.
At this point in the routine, we must
refer to the monthly service summary,
the third of the sheets distributed.
This summary is simply a list of all
open accounts. In preparing the sum
mary, the per diem charges, expenses,
and total charges, shown on the work
in-process sheets which were active for
the month, should be inserted first. In
this first step, the opening balance, the
deductions, and closing balance should
be ignored. When all active work-in
process sheets have been entered on the
service summary, the per diem charges,
expenses, and total charges should be
totaled. The aggregate of the total
charges should then be proved against
the aggregate value of all time reports
for the month. If errors have been
made, the aggregate charge, by grades,
as shown on the work-in-process sheets,
should be checked against the aggregate
of the time reports of each grade, thus
localizing errors.
When the charges shown on the
service summary and work-in-process
sheets have been brought into
agreement, the opening balances should
be inserted by reference to the sum
mary for the preceding month. Ac
counts with open balances which were
inactive for the month should be in
serted after the active accounts by ref
erence to the summary of the preceding
month. When the opening balances are
completed and proved against the clos
ing balances of the preceding month, it
will be necessary to interrupt the rou
tine again.
The service summary and work-in
process sheets should be reviewed with
a principal who will issue instructions
as to billings and adjustments. The
amounts of bills rendered for the
month and the amounts of adjustments
should be entered on the service sum
mary at the time of this review and the
closing balances should be computed.
Copies of bills rendered will serve as
a memorandum of unpaid accounts re

ceivable. The copies should be retained
in a binder after payment has been re
ceived. The service summary forms the
basis for a monthly journal entry re
cording fees earned, expense advances
distributed, charge to work in process,
transfer from work in process to ac
counts receivable, and fee adjustments.
The detail supporting work in process
after billings will be shown in the last
column of the service summary. Copies
of this form should be attached to the
monthly report.
But we deserted our work-in-process
sheet when we turned our attention
to the service summary. When the ac
curacy of the charges shown on the
service summary has been proved
against the work-in-process sheets, the
sheets may be ruled. It will prove much
easier to recheck the work before this
ruling, since the work of the month
will be confined to unruled items. At
the time of ruling, the amounts of bills
and adjustments may be entered from
the service summary and the accumu
lated balance extended. The work-in
process sheet then forms a permanent
and complete record of the charges
accumulated against each client. The
sheet may be printed on ledger paper
on both sides. When the sheet is filled
it should be placed in a permanent file.
In our example shown on the workin-process sheet, at the end of the
first complete year of service on be
half of Jackson Machine Company, the
costs and profit for the engagement are
summarized. Direct salary costs have
been determined by applying the aver
age hourly rate for each grade to the
number of hours for that grade actually
consumed by the client. The overhead
has been computed at 40 per cent of
direct salary cost. Except for the per
centage adjustment upward, the profit
in this engagement would have been
$225, or approximately 27 per cent,
which would be somewhat low. It
would appear that per diem rates are
lagging somewhat behind costs. This is
a typical condition in which the ad87
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would appear that their use generally
would not be warranted.
As a supplement to the plan which
has just been outlined, a suggested
form of financial report has been dis
tributed. The income statement has
been elaborated to the extent that the
total value of productive time, by
grades, is shown in one column from
which is deducted the salaries paid to
the respective grades with the direct
profit or loss on fees, by grades, shown
in a third column. Fee adjustments are
added to or deducted from the total
profit. Other expenses of the practice
are then deducted to determine the
profit for the month. Unproductive
time, by grades, should be shown as a
footnote to the income statement as a
matter of information.
It seems that the methods which have
just been outlined should provide for
the accumulation of charges with the
minimum amount of clerical effort. But
accountants should demand far more
than historic records. The successful
accountant is not unlike the successful
businessman. In order to pursue his
practice vigorously, he must be in
formed promptly and continuously. A
thorough knowledge of the financial
progress of his practice instills in him
a confidence which increases his stand
ing in his profession and community.

justment of per diem rates would ap
pear to be in order, since it is not
practical to change per diem rates to
reflect each change in salary rates.
The items to be included in over
head are subject to debate. As indi
cated in our example, typing time is
included in billings as a direct charge
while some practitioners would con
sider typing as overhead. Overhead of
40 per cent as used in the example, is
considered sufficient to absorb office
expense and unproductive time arising
from administrative work and vaca
tions. The propriety of establishing per
diem rates sufficient to absorb unas
signed time is questionable. Since sub
stantial office time is consumed in cor
respondence, telephone calls, office calls,
etc., for which no direct charge is made,
this expense should be absorbed by the
entire clientele by way of the overhead
rate. In this connection, it might be
pointed out that few staff members
view the proper allocation of unprod
uctive time with sufficient importance.
If office time is considered a cost
factor in establishing fees, it should be
charged only with legitimate time.
Many firms undoubtedly indulge in
meticulous allocations of actual costs
to individual engagements. While such
methods may reflect with exactness the
results obtained from the practice, it

Office Procedures
By John J. Harrington, Massachusetts
Member, American Institute of Accountants

is devoted to con
sideration of the “Special Prob
lems of the Sole Practitioner and
Moderate Sized Firm,” including
ating problems and office management
and this speaker has been directed to
those problems connected with office
procedures. Of course, the sole practi
tioner without staff or office assistant
represents the absolute reduction in
his session

T

primary stage of practice but what con
stitutes the moderate sized firm is an
unknown factor. It is perhaps depend
oper
ent for definition upon the conception
of the individual and the area of the
firm practice. In any event, experience
indicates the necessity for establishing
basic procedures in office practice as
though one were a large office with a
large staff. This principle cannot be
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Office Procedures
It is a loose-leaf compilation, the
pages of which are 5" x 8" and are
typed by our own stenographic depart
ment. Each individual, from the pro
prietor to the newest temporary staff
man or stenographer, has a flexible
leather ring binder and each binder
is numbered and controlled by the
librarian or chief office executive. The
manual has a title page and preface,
and is divided into three sections, one
of general material common to all
personnel, with separate divisions for
the professional staff and for the sec
retarial staff. (A copy of the table of
contents has been mimeographed and
distributed.)
Procedural revisions in all sections
of the manual are required at various
times, and such changes are effected
by page rewriting and replacement or
by new pages. It is necessary, however,
that the office executive be the focal
or clearing medium for all manual
changes.
Although our office has substantially
expanded, this manual has demon
strated its value beyond all question
for a small or medium sized office. It
has been an extensive time saver to
the proprietor, to senior and semi-senior
staff men, to the office manager, to the
stenographers, and particularly to the
new employee who approaches the
unique, phases of procedure of a pro
fessional staff or a particular office. It
has not only saved time, but has pro
vided a reference record and active
guide, and has given to each member
Literature and Loose-Leaf Services
of our force, no matter what his or her
“Literature and loose-leaf services” assignment, a full knowledge of the
should embrace (1) Internal and intra work and duties of every other em
office matter, (2) Governmental publi ployee, thereby increasing co-operation
cation, and (3) Other publications.
and mutual consideration and creating
a progressive, happy official family.
Internal Matter
Internal or intra-office matter in Government Matter
cludes specific temporary memoranda
Government matter includes both
and in our office a manual which is bound and loose-leaf types of publica
most important. As it illustrates points tions, and minor and major volumes
heretofore made, I will comment upon from many departments of state and
it briefly.
federal government. A copy of these

over-emphasized. It represents founda
tion work. The approach should be
made in the same manner in which one
surveys a case and lays out an audit
program. There should and must be
an objectivity in the vision of the new
or small practitioner. Every accountant
who has devised a system or procedural
method for a client has had perspective
and has written a descriptive directive
to guide the client. He should do so
for himself. In the case of a firm, the
specific task should be assigned to one
partner and receive firm sanction. It
matters not that the individual or the
firm members never refer to the man
ual. What counts is that it will cause
the foundations to be properly laid
and the “know how” to be established,
and supplant questions and temporary
expedients with the “book,” the “regu
lations.” In other words, it permits one,
as an illustrious former governor of
New York often said, to “look at the
record.” To accountants if to no other
group should the desirability of this be
obvious.
In most accountants’ offices expan
sion, while always desired, is the big
bug-a-boo. Working papers and files
grow, not so much like little Topsy
of Uncle Tom’s Cabin fame, but more
like the acorn which grows into a
mighty oak tree, branching everywhere.
This growth must be comprehended
and planned for at the beginning of
practice, and that is why we emphasize
methods and procedural records.
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publications should be obtained for
the office library, properly indexed and
filed therein for reference use. Extra
copies of those publications subject to
more frequent use should be obtained
for the staff. It is recommended that
all members of a professional staff,
even in offices where there are only
one or two men, procure for current
and future use the Internal Revenue
Bulletin Service and build a cumu
lative bulletin library.
Literature of the following govern
ment agencies is important, and should
be in the reference library of every
accountant:

Treasury Department
War, Navy and Contract Settle
ment Offices
Reconstruction Finance Corpor
ation
Securities Exchange Committee
Commerce Department
Interstate Commerce Commission
Federal Trade Commission
United States Tax Court
Other External Matter
The third group of literature may be
divided into (a) Professional organiza
tion publications, (b) Commercial pub
lications, and (c) Text and reference
books.
The professional society material in
cludes The Journal of Accountancy,
the accounting and auditing procedure
bulletins of the American Institute of
Accountants, the bulletins of the local
state society, The Accounting Review
published by the American Accounting
Association, the NACA bulletins, and
similar material. It is recommended
that all permanent staff men be fur
nished the bulletins of the Institute
committees and The Journal of Ac
countancy. Other current professional
society publications should be obtained
and indexed for reference in the li
brary. It is urged that each office have
a copy of the Accountants’ Index with
all sup lementary volumes thereto. It
is further recommended that all staff

members be appraised of the avail
ability, through the facilities of the
Institute’s library, of all technical ma
terial not found in the library of the
small office.
I have used the term “commercial
publications” to denote the various
loose-leaf services available today to all
accountants in connection with taxes
and other matters. There is little to
be said about them. The needs of the
individual office must indicate whether
one or more subscriptions to such ser
vices are in order. In the average office,
however, it is more than likely that a
single subscription will cover the re
quirements. It is not necessary that
this material be indexed and main
tained as a part of the regular library
service. It should be available to the
professional personnel at all times and
should not be permitted to be taken
from the office.
To attempt any enumeration of text
and reference books which ought to be
in the library of every accountant
would burden this paper unnecessarily.
Every member of the Institute knows
the standard texts which should be
on the reference shelves of every ac
countant. However, I cannot let this
phase of the subject pass without men
tioning the importance of The Duties
of the Junior Accountant and The
Duties of the Senior Accountant, pub
lished by the Institute. Such handbooks
are most valuable to staff personnel. All
text and reference books should be in
dexed and controlled by one person
so that they may be available when
wanted, either on the shelves of the
library or in the possession of some
member of the staff.
Filing Procedures

A classification of files (and notes in
relation thereto) has been furnished
you on mimeograph sheets. It is based
on our office practice and has proved
satisfactory. The files of clients’ cor
respondence and of working papers, re
ports, etc., are in numerical sequence
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controlled by alphabetical index. A
different number series has been as
signed to each file group. The numeri
cal system has proved most flexible,
permitting a break-down into current
and prior year files as well as inactive
cases, thus allowing the transfer of
material not currently needed to sepa
rate filing facilities which can be ex
panded and are not impeded by fixa
tion to calendar periods or to alpha
betical arrangement.
In all smaller offices there are minor
cases, and new cases the extent of which
is unknown at the time of starting
work. Particularly is this true of the
personal tax return client and the occ
asional client requiring a statement for
bank or other credit purposes but no
continuing service from the accountant.
For such cases, until their life gives
evidence of the requirement of a nu
merical assignment, a miscellaneous
working paper file with alphabetical
designation may be maintained, from
which the papers may be subsequently
removed and given a numerical desig
nation. Much more could be said on
the subject of files and filing procedures
if time permitted.
Typing Department
It is obvious that typing procedures,
especially in respect to tax returns,
reports, statements, etc., should be stan
dardized, and should be characteristic
of an office. Details of indentation,
spacing, capitalization, underscoring,
the verification of typed work, includ
ing mathematical and cross-reference
items as well as report texts, should be
specified in the manual. It is important
to centralize in one individual the
responsibility for the work of the typing
department, even though the typing
department may consist of only two
persons. Work must be planned,
routed, and so controlled as. to be
subject to maximum production and to
expedite the more important material
passing through the typing depart
ment
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Telephones
There is little to be said about the
use of telephones in a small office.
Control of the use of the telephone
must necessarily depend upon mutual
consideration of the personnel. Dis
cretion in personal use should be re
quested particularly in the matter of
outgoing calls.
To avoid work interruption one per
son should take all incoming calls,
routing them to the individual con
cerned, or making appropriate memos.
Staff men should be requested to notify
the telephone operator when they are
expecting calls from clients or in con
nection with work for clients. In the
case of junior staff assistants, the super
visor or firm member should be advised
of incoming calls before they are passed
through to the person requested. This
control educates the new personnel into
discretion in the use of the telephone
and maintains, as far as clients calls
are concerned, the proper senior rela
tionship to the client or his office. No
long-distance calls should be made
other than through the operator, who
should maintain a detailed record of
all such calls, for the purpose of charg
ing the proper account with the ex
pense, and checking the telephone bills.
Mechanical Equipment
There is much that might be said
in respect to the use of mechanical
equipment in the small office. As to
the virtues of such equipment we will
leave the field to the salesman. It should
be obvious, however, that good lighting
is a primary requisite in every office.
Calculating and adding machines are
more or less necessary adjuncts to ef
fective staff operations. In the steno
graphic department, typewriters should
be selected to meet the requirements
of the office and should be supple
mented by copyholders, some of which
are equipped with lights. The use of
dictaphone equipment, particularly in
the development of report drafts, is
an economical method of saving steno
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graphic time and providing a medium
for dictation when no stenographer is
available. It expedites report drafting
by staff seniors. I have no doubt that
in many small offices those charged
with writing reports or handling cor
respondence are working during hours
when none of the stenographic person
nel is available. Then, more than ever,
dictaphone equipment proves its value.
Photographic and other duplicating
equipment is available in the market
to meet the requirements of any office.
Automobiles
The final topic in this discussion con
cerns reimbursement for the use of
automobiles by staff members. In gen
eral, this should be governed by mileage
at a variable rate not exceeding the
normal transportation cost by public
utility common carrier. However, where
substantial economy of time is provided
by using the automobile, special con
sideration should be given to the re
imbursement rate, and where two or
more men are conveyed by private
automobile the mileage rate should be
correspondingly adjusted.
Mileage
charges may be reimbursed weekly on
the basis of reports (section of weekly
time report).
In the matter of public-liability in
surance, unless such insurance is com
pulsory for all motorists, staff members
should be reimbursed for such insur
ance as they may have on their own
cars and the office should be desig
nated in the policy of the staff member
' as one of the named insured under the
policy. When such insurance is com
pulsory, the office should maintain ex
cess limits coverage under a non-owner’s
liability policy provided without ex
pense to staff personnel, and be desig
nated as a named insured in the staff
member’s own policy. It should pay
for the excess coverage only. The desig
nation of a third party as a named
insured is without cost, and is standard
practice with the insurance company.
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Many accountants practice in states
where such insurance is not compul
sory, and it may be that under the laws
of their respective states the employers
are not responsible for any public lia
bility in the operation of a non-owned
car even though being used for business
of the office. However, it would seem
prudent in all instances for an office
to cover itself with non-owners’ insur
ance, regardless of legal requirements.
Inventories
Before concluding I would like to
direct attention to the subject of in
ventories. In the course of years it has
become evident that inventories or stock
piles do not care for themselves in the
accountant’s office any better than they
do in the plants of the clients. This
emphasizes the desirability of lodging
with a member of the staff the respon
sibility for the maintenance of more or
less accurate perpetual inventories, in
quantity terms only, of the more im
portant items of supply. Such items
would include the various types of
working paper, report draft paper, the
original and copy paper of the typing
department, working paper and report
file envelopes, correspondence file pock
ets, and sundry other items. The short
ages which developed during the war
years in many of these items further
emphasized the need of an inventory.
It can be maintained in a book, on
cards, or even on ordinary analysis
paper.
Quantity should be verified ap
proximately every month. New supplies
should be entered upon the record and
a review of the records in detail should
be made by the proprietor, or a firm
member, at least monthly. These rec
ords provide an effective guide for the
ordering of supplies and a safeguard
against waste.
Another subject worthy of considera
tion is the capital requirement of an
accounting practice, which I hope will
be discussed on another occasion.

Staff Direction and Supervision
By Stephen Chan, New York
Member, American Institute of Accountants

today is addressed pri when the staff man arranges his own
marily to the problems of the order of audits, he is inclined to favor
small and moderate size firm, certain clients over others in doing their
whereas the ultimate refinementswork
of first. However, the favored clients
staff direction and control are usually may not be those which are most valu
associated with the larger firms. How able to the firm or those whose work
ever, there is much in the procedures has the greater urgency.
of the large organizations which can
Engagement Listing
be distilled for use by the smaller
A listing of all engagements to be
practitioner.
This paper is directed primarily to performed during the current month—
partners of smaller firms, to encourage in the order the clients are usually
thought in the direction of their me ready for audit, indicating the client,
thods of assignment, control, and train usual duration of audit, date ready,
date audit is started, date actually com
ing of staff assistants.
pleted, and the name of the staff man
Staff Assignment Control
in charge—is the basic form for assign
The inventory of an accounting firm ment control.
comprises the talent and time of its
This engagement list is usually pre
principals and staff; the productive pared by using the prior month's form
hours chargeable to clients. It is there as a guide, to insure picking up all
fore important that staff time be effi monthly audits. To control quarterly,
ciently directed and utilized.
semi-annual, or annual engagements,
The assignment procedure of the it is necessary that a list of all regular
smaller firm during the year, when the clients, other than monthly audits, be
engagements usually comprise monthly maintained, indicating the client’s
or quarterly audits requiring compara name and the dates an audit is usually
tively short periods of time, may differ made. This listing is referred to before
from that at the year-end when, in preparing each month’s schedule. Spe
addition to annual and balance-sheet cial engagements are recorded directly
audits, numerous tax returns must be on the engagement listing of the
prepared under the pressure of time month in which they arise.
shortages.
The foregoing schedules indicate all
Some firms give their staff a program engagements to be performed; but in
of the audit work to be done during order to control the staff work thereon,
the coming month, others assign a it is necessary that another sheet be
weekly program. In my opinion, the employed.
staff man should receive only the im
Staff Assignment Program
minent and perhaps the following as
In this connection, it has been found
signment, and be instructed to report
to the office, by phone, the afternoon effective to prepare at the beginning
before completing the current engage of each month a staff program listing
ment, in order to receive his next job. the days of the month across the top
This procedure makes it easier to and the staff men down the side. The
coordinate the work of the junior and audits proposed to be assigned to each
senior, which is usually of different man are then posted from the compre
duration. It has also been found that hensive engagement listing just dis
ur session
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cussed, and written across this sheet op
posite the staff men’s names. A threeday job is written over three dates, a
one-day assignment is entered in only
one box. This program indicates the
extent of each staff man’s work for the
coming month and enables the admini
strative partner to judge whether there
will be unassigned time or if additional
men will be needed to carry out the
proposed program.
The clients are listed opposite each
staff man’s name in the approximate
order in which they will require atten
tion. However, the bookkeeping work
is not always completed at the expected
date. Some firms leave each bookkeeper
a supply of pre-addressed, printed post
cards which the bookkeeper mails to
the auditing firm each month a few
days before the ready date. Other firms
prefer that the bookkeeper call the ac
countant’s office the day the work is
ready for audit.
Under either method, when word is
received that the client is ready, a red
check mark is made on the staff as
signment sheet, directly over the client’s
name. When the staff man reports for
another assignment, it is a simple mat
ter to determine which client should
receive attention.
As the man is thus assigned, the cli
ent’s name is lightly shaded over in
pencil. The progress of the shaded
squares across each man’s line will
indicate whether or not he is carrying
out his assignments on time.
Tax Return Preparation
Some firms follow the practice of
having a principal prepare all income
tax returns; others make the staff man
who prepares the financial statements,
responsible for the tax returns.
Under either method it is important
that lists be maintained of all tax re
turns (federal, state, and local) due
for each client. A favored method lists
the respective returns in alphabetical
order by clients, on separate sheets by
due dates. As each return is prepared

it is checked on this listing, and when
it is delivered to the client the date
of delivery is entered.

Staff Time Control
The staff men should call the office
each morning as soon as they arrive at
the client’s premises; this aids office
control of their whereabouts. It may
not be amiss to telephone the men at
various occasions during each month
just to be certain they are at the office
of the assigned client.

Time Records
Each staff man and working partner
should fill out a weekly time sheet. The
subject of time sheets and the firm’s
cost and billing records is directly re
lated to the present discussion. Those
interested are referred to the November
1940 issue of The New York Certified
Public Accountant for articles pertain
ing to those subjects.
Staff Rotation
At this point it may be well to men
tion an often neglected matter—staff
rotation. The client usually prefers that
the same man do his work because of
his familiarity with the records and
operations. There is also a time-saving
if the same man constantly does the
audit. However, there are important
advantages to rotating staff men:

(a) Different men bring a new view
point to the client’s problems.
(b) If a man leaves your employ there
is always another who is nearly as
familiar with the work to be done.
(c) Constant repetition of certain steps
by the same man may tend toward
a perfunctory audit.
(d) The staff man may become too
familiar with the client or with
the client’s employees, resulting in
a conscious or unconscious dulling
of his independent approach to the
various problems which arise in
connection with accruals, valua
tions, or presentation of results.
It is therefore suggested that men on
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monthly audits be relieved every year
or so, even if only for a month or two,
and that men on annual engagements
be rotated each third year or so.

Discussion of Assignment
When assigning a junior it is only
necessary to give him the name and ad
dress of the client and the name of the
senior he is to assist; this is also all
that is required when assigning the
senior to an audit he has done several
times before.
However, when directing a senior to
a new engagement, or to a client whose
records he has not previously audited,
I believe it is desirable that the respon
sible partner or supervisor outline to
the senior the client’s background and
type of operation as well as the audit
ing procedures to be employed.
The last previous balance sheet and
profit-and-loss statement may serve as
the basis for this discussion, and the
extent of the audit work should be
completely covered. It is important that
the senior have a comprehensive knowl
edge of the scope of his next engage
ment. It is preferable to err on the side
of thoroughness rather than to risk giv
ing incomplete instructions which may
result in misinterpretation of the ex
tent of the audit.

Staff Training
In this connection, it has been found
helpful, for instance, when planning
a physical inventory taking at various
locations, to call together all the men
who will participate and detail for
them the purpose of the work and the
exact procedures to be followed. This
will result in greater uniformity of
work, and usually in a more complete
job. Another development of these pro
cedures, as an aid in improving the
quality of staff work, comprises regular
monthly meetings of staff men and
partners, for the discussion of current
auditing and tax problems.
A combination of two methods has
been used in this respect; (a) talks by

partners or supervisors dealing with
audit methods, new tax regulations,
suggestions for report and workpaper
preparation, etc., and (b) talks by
staff men on assigned topics of interest.
Encouraging staff men to deliver
talks will result in greater interchange
of ideas, may develop interesting sug
gestions, and will train the staff man to
speak and write better. Each prepared
talk should be followed by a question
and discussion period in which the men
should be encouraged to participate
freely. Supplementing these staff meet
ings, the administrative partner should
periodically issue typed, or mimeo
graphed, memos to the staff, dealing
with such items as digests of new tax
regulations, deficiencies in present au
diting practices, hints as to proper con
duct, and related matters. Articles of
interest in current accounting or tax
magazines can also thus be referred to
or digested for the staff.
Staff Manual
When the accounting firm grows, it
becomes desirable, in order to main
tain uniform audit procedures, to pre
pare a staff manual. This manual is
also helpful in times of staff turnover
to insure that the new men will uni
formly carry out the procedures de
veloped over the past years, and may
well include data as to hours, vacations,
conduct, etc.
The manual may go into detail in
describing, for instance, how to vouch
bills, the steps in reconciling a bank
balance, the type of confirmation re
quests employed, audit procedure for a
balance sheet or year-end audit, etc.
A separate section may well describe
the method of evaluating the client’s
system of internal control.
Audit Programs
The audit program is an essential
requisite to the proper supervision and
control of staff work. However, there is
no general agreement as to the type of
program to be used. Some firms use
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standard pre-printed forms including
all audit steps; those steps not appli
cable to the client under review are
crossed off. A certain degree of uni
formity is desirable. However, it seems
to me preferable to write a separate
program for each engagement, and I
prefer a program detailing the work
to be done, by book or type of trans
action (such as sales, purchases, general
ledger, etc.) rather than by audit steps
(such as footing, vouching, etc.).
The program should be in sufficient
detail to indicate clearly the scope and
extent of the work. When audits are
done periodically during each year the
program should be written on a col
umnar sheet of sufficient width to allow
a column for each audit during the
year, in which the person doing the
work can indicate his name or initial.

Review of Workpapers and Reports
Staff supervision cannot be deemed
complete until the progress of the audit
has been checked, the senior’s problems
settled, the work papers reviewed, and
the financial statements and report
typed for delivery to the client, A
proper review should comprise both
the substantiation of the financial state
ment items by detailed recourse to the
workpaper schedules, and a thorough
analysis of the facts disclosed by the
audit. The Securities and Exchange
Commission has said:
“We think that the review upon
which an accounting firm assumes re
sponsibility for work done by subor
dinates, must be more than a series of
perfunctory questions as to the per
formance of particular items in an
audit program. Nor should unusual
items be accepted by a reviewer with
out support in detail from the working
papers.”
The reviewer should apply to the
workpapers, four main questions,
namely:

(1)

Were the audit and the extent
of independent verification suf
ficiently comprehensive?
96

(2)

(3)
(4)

Are the assets conservatively val
ued and clearly stated?
Are all liabilities, both direct and
contingent, provided for?
Do the report and workpapers in
telligently present the results of
the audit, and are all required
analyses, schedules, qualifications
and explanations included?

The reviewer will find it helpful to
write out his comments and questions,
for discussion with the senior accoun
tant. The discussion with the senior
should bring forth what was done, how
it was done, and why it was done. In
this manner the staff man is made
appreciative of the technical aspect of
the subject and the reviewer satisfies
himself as to the scope and results of
the audit. The senior then makes the
necessary revisions and corrections to
ready the report for typing and the
workpapers for filing.
Because of time limitations, I have
telescoped this section of my talk. Fur
ther details regarding work paper re
view may be found in my article pub
lished in the May 1946 issue of The
New York Certified Public Account
ant.
Tax Examinations

There is one more topic for discus
sion before concluding. Inquiry has
been made as to the extent to which
staff men should participate in exami
nations by revenue agents of clients’
income tax returns.
In my opinion, proper representation
at tax return examinations is an im
portant aid in achieving satisfactory
settlements. The person representing
the client should be familiar with the
tax regulations, must know the client’s
affairs and method of operation, and
must be firm, yet tactful, in discussions
with the agent. Therefore, I believe
that a principal of the accounting firm
should participate in all settlements of
tax liability. In cases requiring lengthy
or involved examinations it may be ad
visable to have the senior accountant
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of this phase of the accounting firm’s
service. To build and retain client
goodwill and confidence, it is important
that he be cognizant of the fact that
his tax problems are handled by a
partner.

who is most familiar with the client’s
affairs assist the agent, but at the time
of final discussion and settlement a
partner of the accounting firm should
be present. Keep in mind that the
average client is usually most conscious
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VI. Accounting Education
Introductory Remarks
By John W. Queenan, Illinois
Chairman, Committee on Education, American Institute of Accountants
this morning is
listed under the general subject
of Education which seems par
ticularly appropriate at this time
certified public accountants are com
memorating the 50th anniversary of
the first CPA law in the United States.
On the threshhold of the second halfcentury, our profession is and must be
aware of the importance of educated,
talented, and alert personnel, which
transcends in importance even the de
velopment of accounting principles
since a profession can be no better
than its individual members.
Today a college education with a
major in accounting has become the
standard of education for those enter
ing the profession. Tomorrow it is
probable that the public accountant
will obtain his education as a graduate
student after having completed a gen
eral undergraduate college education
in literature, history, philosophy, sci
ence, economics, and other similar sub
jects which will enable him to perform
more intelligently his duties as an
accountant and as a citizen. The public
accountant of today is tending toward
higher general educational standards,
and the public accountant of tomorrow
is going to reach them.
Education is of vital interest to the
public accountant of today since edu
cated intelligence is essential in his
profession. But education alone is not
sufficient in the personnel of our pro
fession. In the early days many public
accountants were self-taught, particu
larly as to the technical aspects of
their profession, and yet many of them
have made notable contributions to
the advancement of the profession and
are responsible for its favorable posi
ur discussion
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tion today. The profession was fortu
nate in that many of those men were
possessed of a high degree of native
ability and character. However, the
when
tremendous growth of the field of
public accounting over the past fifty
years as well as the probably even
greater growth over the next halfcentury make it important that we
provide a steady flow of personnel
into the profession who are well edu
cated but also possessed of a high de
gree of native ability, character, and
alertness which contribute to the great
est potential for success in public ac
counting. One of the objectives of the
Institute’s committee on education is
to encourage young men and women
of intelligence and character to study
accounting as a major subject in col
lege, by acquainting high school
students with the nature, requirements,
advantages, and disadvantages of public
accounting. Our committee has been
interested equally in discouraging those
who apparently are not fitted for public
accounting.
For many years public accountants
individually have sought to define those
qualifications which make a young man
educated in accounting a potentially
successful public accountant. Obviously,
not all young men have those poten
tials, not even all young men with
college educations in accounting. Vari
ous public accountants and firms of
public accountants developed certain
rather general guides in selection of
young men entering the field of public
accounting, but it was not until 1943
that an organized effort to determine
these important qualifications was be
gun on a scientific basis, or as nearly a
scientific basis as it is possible to attain
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that it is highly important that our
profession attract young men of char
acter and ability. It is not a question
of attracting large numbers of young,
men but rather of attracting as many
as possible higher type young men
possessed of the qualifications necessary
for success in the profession. In closing,
I urge you to assist in distributing
as widely as possible among high school
and college students the pamphlet
“Public Accounting As a Career.” The
pamphlet was rewritten about a year
ago and can be obtained at the Insti
tute’s office. I also urge you to work
actively at making our profession more
attractive to young men; it has always
been a young man’s profession. I am
convinced, for instance, that we can
virtually eliminate the old bugaboo of
seasonal employment and can assure
qualified young men permanent em
ployment. If we will do this, our pro
fession will be strengthened and en
abled to become the great social force
which appears to be its destiny during
its second half century.

in a matter of dealing in personalities.
In addition to the ever-present prob
lems of selecting and training qualified
personnel for the profession of public
accounting, we have been faced for the
past year or more with the additional
problem of retraining the veteran. Our
experience during the war years
demonstrated to all of us the impor
tance of rapidly reassimilating into the
profession the cream of our younger
personnel who left the profession to
enter the armed forces of the United
States. The profession missed these men
and their developing experience and,
consequently, the American Institute
and various state societies devoted con
siderable time and effort to making
their reentry into the profession as
easy as possible. It has been my ex
perience that the retraining of veterans
has not been as serious as anticipated,
which probably is due to the fact that
the preparatory work of the Institute
and state societies was well done.
It should be obvious to all of us

Selection of Personnel
By Warren W. Nissley, New York
Chairman, Committee on Selection of Personnel,
American Institute of Accountants

The objective of the research pro
gram on the selection of staff
accounting personnel now being
conducted by the American Institute
of Accountants is to assist the members
of the Institute in obtaining the most
satisfactory assistants available for car
rying on their professional practice.
The program has two phases. The first
is recruitment, which involves the dis
tribution, directly or indirectly, of in
formation about our profession to
promising young men who are eligible
to enter it. The second is the develop
ment of a screening process to deter
mine, so far as can be determined in
advance, whether a particular individ
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ual is likely to be contented and suc
cessful in professional accountancy
practice.
Some of our members were skeptical
as to the necessity or wisdom of this
project when it was first proposed.
They were quite satisfied with the
progress the profession had made dur
ing the period of approximately sixty
years that it has been in existence in
our country. They were in favor of
continuing to use the methods of ac
quiring staff personnel which they had
used in the past rather than to try
what they regarded as new fangled
ideas. However, many other members
believed valuable new techniques might
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be developed. This conviction was evi
denced by contributions of $56,000 to
support the project.’ These subscrip
tions were received from over 100 firms
and over 200 individual members. They
came in as a result of the mildest form
of solicitation. Some of the original
skeptics have since changed their views
—largely because they have been con
vinced that Dr. Ben Wood, the project
director, is a sound man, and that,
under his capable guidance, there is
a reasonable chance of substantial ac
complishment. I am personally of the
opinion that this project is one of the
most progressive actions the Institute
has taken. It places our profession in
the front rank of those who are trying
to fit the man to the job on a basis
which is satisfactory to both.

Recruitment
Since there can be no selection until
there are applicants, I will first discuss
recruitment.
There is no doubt but that the im
portance of the services which pro
fessional accountants are capable of
rendering to the community is not
fully appreciated in the United States.
While there has been substantial im
provement in this connection during
the last twenty years, much remains
to be done. I believe one important
reason why we are not better recognized
is that we have not been rendering
all the public service of which we are
capable. In particular, we have as a
profession, and as individual members
of it, been backward in advising the
public of facts of which our practi
tioners should be more cognizant than
any other segment of our population.
Moreover, many of these facts must
be appreciated by the ordinary citizens
if they are not to be swept off their
feet by political demagogues.
Examples of the type of facts I refer
to are the following:

1. The productive capacity of the
United States is largely the result
of inventive genius and the develop100

ment of so-called mass production
methods.
2. Genius is not man-made but is a
gift of God. It is more improvident
to waste genius than any other
natural resource.
3. Neither invention nor production
methods would have reached the
heights they have if our political
system had not permitted the in
dividuals responsible therefor to re
ceive an incentive in the form of
adequate compensation or profit.
4. The effect of various methods pro
posed for determining compensation
or profit for an individual or for
an enterprise, as compared with
the automatic computation thereof
resulting from the disposition of
goods or services to the highest
bidder in a free market.
5. The control procedures necessary to
be certain that markets are kept
free.
6. The ultimate implications of say
ing, in effect, that no man’s services,
regardless of his genius, are worth
more to his fellow citizens than say
$25,000 per year after taxes.
7. The ultimate effect on labor itself
of a wage policy based on paying
each workman the same amount per
day regardless of what he produces
during the day.
8. The provisions in our state corpor
ation laws, or in the charters of
particular corporations, which are
not likely to prove beneficial to the
creditors or stockholders who, pre
sumably, are to be protected by such
provisions. No group, other than
the lawyers who devised them is
more capable of calling attention
to such provisions.
There is surely no group with better
opportunity to predict the effect of
different treatment of these problems
in the actual operation of business.
And, since we have joint responsibility
to labor, capital, and management, and
have no axe to grind, no other group
is more capable of independent ob
servation on these subjects.
While it might not be appropriate
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to express a professional opinion as to
the ultimate action which should be
taken, I believe we should consider it
a duty to assume leadership in ad
vising the public as to the results to
be expected with respect to matters
such as these, under the various possible
alternative courses of action. To do
this, we would need to develop the
proper medium through which our
comments would gain publicity. Cer
tainly our failure to report our ob
servations on these subjects cannot be
expected to increase our stature in
general nor the appeal which our pro
fession offers to young men.
My remarks up to this point relate
to the kind of additional activities
which we might undertake to increase
our standing in the community—and
hence with young men about to choose
a career. This sort of thing can only
help us over the long future. For our
immediate objective, it is necessary for
us to give additional publicity to the
importance of the work which we now
do. It is particularly necessary that we
do this in terms that will add some
atmosphere of glamour to the work
of the profession. I am afraid many
young men still think of the profes
sional accountant as one who deals
with dusty books and adds up long
columns of figures. When they relate
him to other people at all, they are
likely to think of him as a rather petty,
and not very admirable, character who
helps to put behind prison bars the,
to them, romantic young man who used
his employer’s money to bet on the
races, with the idea of entertaining his
girl friend more adequately on his
winnings, but whose horses did not
back him up. Certainly the character
istics of the few accountants who have
been featured in fiction, the movies,
or on the stage would not add much
glamour to our occupation. We are
better regarded by our adult population
and our profession has a higher social
standing and commands more respect in
those few countries where it has been

in existence longer. But we must get
our new blood from the youthful ele
ment in our own country, and it is to
them that we must direct our appeal.
We have relied too much in our
recruitment publicity on merely listing
the type of services we offer: accounting
services, auditing services, tax services,
system and cost accounting services,
etc. It would have more appeal to our
young men if we showed them that
we are an integral and an essential
part of the modem business world.
More and more that world consists
of corporate units. Each unit represents
a pooling of the wealth of many persons
who, for practical purposes, lose direct
control of that wealth as soon as it has
been pooled. The importance of the
corporation is bound to increase. Our
enterprises must have available to them
ever greater wealth pools to support
the necessary research and to provide
the machinery and equipment neces
sary for economical production. On
the other hand, the incidence of tax
ation, including inheritance taxes, will
make it impossible for a single in
dividual or a small group of individuals
to acquire sufficient wealth in the
future to carry on great enterprises
alone. Fortunately, the aggregate
amount of wealth owned by all in
dividuals is ever increasing. The pool
ing process is the only answer.
Unlike the bodies which move about
in our celestial universe with such re
markable precision, the corporate
bodies which make up the business
world are not subject to divine control
and they too frequently acquire char
acteristics similar to those of meteors
and comets. The only practicable me
thod thus far developed by which man
can control these detached complicated
corporate bodies which he has created,
is through the reports on their activities
prepared by professional independent
accountants. Newspaper reporting has
always been regarded as one of the
most glamorous occupations. I believe
we should refer more in our recruit
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ment effort to the reporting features as good as the average ability of the
of our occupation.
students majoring in other depart
Our committee is of the opinion that, ments. Consequently, our original ap
regardless of his other qualifications, a peal was to all college graduates, re
man is not likely to be successful in gardless of what they had studied in
our profession unless he has mental college, and few commerce department
ability of a high order. In the United graduates were actually accepted dur
States, practically all of this type of ing the early years.
men now manage to get to college
During the ensuing years, students
somehow or other. It is obvious, there in colleges have become more familiar
fore, that the college graduates repre with professional accounting work and
sent about the only pool of young men most practitioners have gradually come
available to us.
to the conclusion that men obtained
In the middle 1920’s it was rather from the colleges are the best type of
unusual for a member of a professional young men to engage as beginners on
accountant’s staff to be a college grad their staffs. During this period the
uate. This situation probably developed quality of the students in the collegiate
because relatively few leaders of the schools of business also has improved
profession at that time had had the substantially. Laws have been passed
advantage of a college education. When in several states, beginning with New
they were young, it was not common York, which require graduation from an
for even the most intelligent young approved college or school of account
men to go to college and many men ancy as a requisite for the certified
with good minds received their training public accountant certificate. As a re
in the school of life. A study made sult of these conditions, we are now
at that time showed that only 194 of looking more and more to the collegi
the 874 members of the American In ate schools of business for our raw
stitute of Accountants who were ad material. In fact, it is probably safe
mitted to the Institute during the ten to say that we now look to that source
years ended with 1926 were college almost exclusively. It is obvious that
graduates; 349 of them were high we would rather have a man both with
school graduates; and 331 did not even the proper kind of native ability and
have the benefit of a high school edu personality, and with training in ac
cation.
counting and auditing as well. When
To meet this situation, a committee we had to choose between one or the
of the Institute, which was set up in other, we felt we could give the men
1926 and of which I had the honor the necessary technical training, but
of being chairman, distributed directly we could not give them brains.
to students then in college many thou
The increasing importance of the
sands of copies of a booklet which at pool of college graduates to us is shown
tempted to describe the work of the by the summary, on the next page, of
professional accountant and the im new members admitted to the Institute
portance of his work in our economy. from 1916 to 1944.
As a result of its activities, which were
The unusual periods above have no
continued directly for several years and significance. They end on dates as of
the effect of which is still felt today, a which I had analyses of the educational
large number of college graduates have qualifications of members made for
been brought into the profession.
other purposes. Lest I may be accused
Inquiries made by us in 1926 indi of not accounting for all new members,
cated that the average native mental I should point out that the above
ability of the students then majoring figures do not include the members
in accounting in our colleges was not admitted in connection with the merger
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10
7
7
2

years
years
years
years

Period
ended December 81, 1926 ...................................
and 8 months ended August 31, 1934 ..............
and 7 months ended March 31, 1942 ...............
and 2 months ended May 31, 1944 ..................

with the American Society of Certified
Public Accountants. Many of those
men had been in practice a long time
before the merger.
College professors and personnel ad
visers exert a substantial influence on
the decisions reached by many students
as to their occupation after graduation.
It is necessary to have these guidance
officials properly informed about our
profession. Our committee has recently
authorized the distribution, for their
use, of many thousands of copies of a
new brochure describing the work of
the profession, which was prepared by
the committee on education.
Every practitioner should regard re
cruitment as a constant personal re
sponsibility. We should be willing to
take the necessary time to describe our
work to any promising young man
with whom we come in contact. If we
recognize that this problem exists, there
is no doubt but that we can solve it in
a reasonable period of time.
Selection

Most, if not all, of the other well
recognized professions have professional
schools, of college or post graduate
rank, in which students are trained
solely for work in the respective pro
fessions. I believe the public accounting
profession is entitled to, and ultimately
will have, similar schools. However,
for many years I have said publicly
that I do not believe we now have a
single institution which considers that
its job, or even one of its principal
jobs, is to train men for our profession.
So far as I am aware, that statement
has never been challenged. I do not
mean to say we do not have colleges

No. of
Members
Admitted
874
700
2,218
989

Percentage
Who Were
College
Graduates
22.2%
34.0%
42.6%
51.5%

that offer courses in accounting. When
I looked into the matter in 1933, I
found that a report of the Office of
Education of the Department of the
Interior stated in their Circular No. 94
that there were then 1,808 courses in
accounting and business statistics of
fered by 436 colleges and universities
in the United States. At that time,
there were 1,060 instructors and 76,912
students in these courses. I presume
the corresponding numbers at the
present time would show a large in
crease.
Now one of the principal functions
of a strictly professional school is to
sift out students not suitable for the
profession for any reason. Under such
conditions, any graduate may be con
sidered a reasonable prospect to enter
that profession. Since we could not
absorb more than one or two thousand
graduates per annum, it seemed obvi
ous to us that we would need to develop
our own screening process to find suit
able assistants from graduates of ac
counting courses numbered in the tens
of thousands each year in addition to
the far larger number graduating from
other departments of the colleges.
In 1926, we adopted a rule of thumb
procedure whereby we only considered
those men who graduated in the high
est 25 per cent of their class as rated
by their respective colleges. We received
quite a jolt as to the safety of this
method when the present project was
launched. Among his many activities,
Dr. Wood has been, in the past, direc
tor of the cooperative test service of
the American Council on Education.
He informed us that uniform examina
tions in various subjects had been given
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in many colleges for a number of years It is very important to keep in mind
under the auspices of that organization. that decisions as to employment must
The startling thing he told us was that be based on combined considerations of
their records indicated that there were all factors. I will now discuss the test
practically no students in the lowest ing materials we are attempting to
10 per cent of these colleges who re develop for the first three qualities.
ceived a score as high as the lowest Testing Native Intellectual Ability and
score received by any student in the
Technical Training
highest 10 per cent of the colleges. An
Since we must select our beginners
obvious method to meet this situation
would be to eliminate from considera from a vast pool of college graduates
tion all students from the lower rank widely separated geographically, it is
ing colleges. Unfortunately, the ar very desirable that we should develop
rangement between the test service and a common measure with which to ap
the colleges provides that no one can praise those qualities which can be
be advised as to the standing of the measured by written tests. We have
students in a particular college except decided that this can best be done
the college itself, except for Haverford by the use of the so-called multiple
College, which thus far has always stood choice question technique. Under this
first. While it is easy to understand that method, a number of answers, usually
a college would not cooperate in the five, of which only one is correct, are
testing program unless its sins were given to the student with each ques
kept from the light of day, such con tion. The person being tested chooses
ditions do not develop confidence the answer which he thinks is correct.
This method of testing has the fol
among the users of college products.
We of necessity decided that we lowing advantages, among others:
would develop our own testing pro 1. A much wider area can be covered
cedures as part of our project. We
in a certain period of time than
with the so-called essay type of
believe that the fitness of a particular
question.
individual for the profession should
be determined by appraising his qual 2. The answers can be scored on a
uniform basis. Mechanical scoring
ifications separately as to the follow
is available if desired. Consequently,
ing points:
relative scores are entirely equitable.
1. Does he have the minimum native
This contrasts with the difficulty
intellectual ability required for suc
of grading the answers given to
cessful work with us?
essay type questions uniformly. The
latter kind of questions must be
2. Has he had adequate training in
scored on the basis of the impres
the necessary techniques?
sion received by individual exam
3. Would he be interested in the kind
iners. Regardless of the ability and
of work we do?
carefulness of the examiners, the
4. Has he the requisite common sense
difficulty of obtaining uniform
and judgment necessary for our
scores on thousands of answers
work?
graded by many different examiners
5. Are his personality and character
is obvious.
satisfactory?
3. Examinations can be prepared year
after year which are quite uniform
Our research director tells us that
in
difficulty. This makes it possible
known uniform testing procedures can
to obtain a really significant com
be adopted to measure the first three
parison between the score of a man
qualities but that the prospective em
who takes one examination and the
ployer will need to continue to decide
score of another man who takes
upon the last two by his own methods.
another examination. It also makes
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it possible to measure the progress
of a man by comparing his score
on one examination with the score
he receives on subsequent examina
tions of the same difficulty.
While tests based on multiple choice
questions are easy to score equitably,
the questions to be used in such tests
must be very carefully prepared. The
number of persons qualified to write
such questions is very, very limited.
However, Dr. Wood has been very
fortunate in obtaining the part-time
services of two outstanding specialists
in this field. Dr. Kenneth W. Vaughn,
associate director, graduate record ex
amination, research project of the Car
negie Foundation for the Advance
ment of Teaching, is preparing the
questions for the orientation test. Pro
fessor Leo. A. Schmidt of the Harvard
School of Business Administration,
who has also had experience in pro
fessional accounting practice, is pre
paring the questions for the achieve
ment tests. The relatively slow progress
we have made to date has been due,
in large part, to the fact that these
men are very busy on other matters.
I am convinced, however, that there
would be grave danger in this type
of test unless proper questions are
used.
The use of this type of tests in a
new field requires that the questions
for the first examination, even when
prepared by such capable men, be
carefully investigated before they are
actually used. Consequently, they must
first be taken on an experimental basis
by a group of persons who have
been rated previously by other re
liable means. Obviously, if the relative
ratings resulting from our tests differed
widely from the relative ratings other
wise determined, the reason for the
difference would need to be investi
gated. It is also necessary to appraise
each question. Questions which almost
everyone answers correctly are dropped
as not being useful and those which
the great majority answer incorrectly

arc dropped as probably unfair or are
altered. Likewise, a question which is
answered correctly by the persons hav
ing the lowest average scores and in
correctly by the persons with the high
est average scores is dropped or
changed.
After an examination has been thus
validated, it is necessary to establish
a “norm” for the examination before
it can be used for our purpose. A (raw)
score of 50 obtained by a particular
individual on a particular examination
would have an entirely different mean
ing if the range of (raw) scores ob
tained by 1,000 persons taking that
examination were between 40 and 90
and if 7/8 of them received (raw)
scores over 50 than if such a group of
persons received scores between 30 and
80 and only half of them were over
50. The only way to obtain such norms
is to have a great many persons in
each relevant category take the exam
ination and build up the norms from
the results thereof. The score received
by a particular person taking the
examination can then be expressed as
a “percentile.” The percentile score
indicates the percentage of all the
persons in a given category who have
ever taken the examination who re
ceived lower or higher scores. For
example, if a candidate receives a
percentile score of 60, you know at once
that 60 per cent of his group received
lower scores and 40 per cent received
higher scores.
Another feature of this type of ex
amination is that the questions and
answers must be closely safeguarded.
The papers must always be in the
possession of an accredited represen
tative of the test service, and all copies
given out at an examination must be
returned and accounted for. Sufficient
proctors must be present at the ex
amination to make certain that the
answers come from the head of the
person being examined and not from
some other source, and also to see
that copies of the questions and an

105

Accounting Education
swers are not taken away. While the
questions are changed from time to
time, such changes must be as infre
quent as possible in view of the cost
of preparing the questions.
The committee has decided, with
the advice of our project research staff,
that the following kinds of examina
tions will be offered:
A. An Orientation Test. This will
be designed to measure the “aptitude”
or "general ability” of the applicant.
This test will provide separate scores
for (1) verbal intelligence, and (2)
quantitative intelligence. This test can
be given to any student or any appli
cant for a position at any age regard
less of the training or experience he
may have had. This test can be given
in one hour.
B. Accounting Achievement Test I.
This test will be suitable for students
at the end of the first college course
in accounting, and for initial screen
ing of candidates for junior positions
in member firms. The time required
for this test will be from two to three
hours.
C. Accounting Achievement Test JI.
This test will be suitable for college
seniors who have majored in account
ing and for candidates for positions
as junior and semi-senior assistants.
This test can be given in four or five
hours.
D. Accounting Achievement Test III.
This test will be suitable for candidates
for positions as senior accountants or
higher grades. It will approximate in
difficulty the uniform examinations
now being given, in almost all of our
states, to candidates for the CPA cer
tificate.
I will now discuss briefly the progress
we have made to date in developing
the various types of tests.
Orientation Test

The orientation test has been taken
by several hundred students in colleges
and by a considerable number of staff
members in several firms. The neces

sary corrections have been made. The
test has, therefore, been validated, and
is in final form. I understand that
the test will be taken by approximately
25,000 college students who are study
ing accounting in colleges located
throughout the country this fall. As
soon as these thousands of tests have
been scored, national norms for vari
ous categories of students will be avail
able and a percentile rating can be
given to any applicant from any of
these student categories.
Achievement Tests

It has been decided that we will
first develop the level I and level II
tests as these should be most useful
to the colleges and to our members
in testing the veterans and others who
are now studying in the colleges and
applying to us for positions. Work on
the construction of the level III test
is proceeding, however.
Several hundred college students and
staff men have taken the level 1 and
level II tests and the necessary cor
rections are now being made. It is
expected that these tests will be avail
able in final form in the reasonably
near future. A number of colleges have
agreed to cooperate with us by having
their students take the tests during
the current college year.
The committee has decided to hold
the first public examination in the
orientation test and in the level II
achievement test on May 24, 1947. It is
expected that these tests will be given
in a number of the major cities
throughout the country. The conditions
under which the tests will be given,
and the qualifications that must be
met for admittance to the examina
tions, are still to be worked out. If
this program is met, there should be
enough scores available within a year
to establish a national norm for both
the level I and level II tests.
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tempt is made to determine whether
or not an applicant would like the
kind of work performed in a particu
lar occupation quite apart from how
well he would be able to do such
work. This is an important test be
cause it has long been known that a
man ordinarily does best the kind of
work he likes. We were fortunate in
having available the results of the
research on this subject conducted over
a period of nineteen years ended in
1943 by Dr. Edwin K. Strong, Jr.,
professor of psychology, Graduate
School of Business, Stanford Univer
sity. At the beginning of his book
on Vocational Interests of Men and
Women, published in 1943, he gives
this quotation from a book on Educa
tional Problems published by G. S.
Hall in 1911:

son being tested likes, dislikes, or is
indifferent to the subject matter of the
respective questions. He obtained an
swers to these questions from several
thousand typical successful individuals
in a considerable number of different
occupations. Then he ascertained the
average answers to each question given
by this entire group. Next he ascer
tained the average answers to each
question given by the individuals in
each occupational group. (The group
he used for accountant, for example,
consisted of 160 general accountants,
54 cost accountants, 65 auditors, and
66 comptrollers and treasurers. Their
average age was 37.4 years and their
average education was three-tenths of a
year beyond high school. His group of
certified public accountants consisted
of 355 CPA’s of New York and 68 from
California. Their average age 37.3 years
“Did anyone ever succeed who did
not love his work better than any and their average education 2.3 years
thing else? Especially when everything beyond high school.)
As a result of his research, he found
is so intricate and apprenticeship
so long as it is today, he who does that the respective groups gave aver
not so love his work that it becomes age answers to many questions that
play, so that he turns to it rather than differed materially from the average
anything else, cannot win the prizes answers given by the entire group.
of our day. I think that the greatest The various occupations also differed
good fortune than can befall a man from each other. As Dr. Strong says
is to be able to make as his vocation in his introduction, the statistical cal
what he loves to do during his vaca culations involved the manipulation
tion. If there is something you prefer
to do to anything else, that way lies of millions of figures in various ways.
As a result of his calculations, Dr.
your calling.”
Strong prepared tables of weighted
It is perhaps doubtful whether we average answers to each question for
will ever get to the point where our each occupation with which the an
staff will consist of men who will want swers given by any individual can be
to make an audit as their vacation. compared.
But perhaps it is not too much to
It is to be noted that few of the
hope for men who will enjoy auditing questions are directly related to
* the
during the remainder of the year.
work of any of the particular occupa
Dr. Strong’s book, to which I have tions involved. It is Dr. Strong’s theory,
referred, contains 746 pages. It will however, that if the answers given by
be difficult for me to summarize it in an individual to the various questions
a few words, but perhaps I can tell correspond closely with the average
you enough to enable you to under answers given by those who are suc
stand his approach.
cessful in a particular occupation, that
First of all, he prepared a list of individual is likely to be contented
400 questions which are, for the most to work in that occupation. My own
part, answered as to whether the per experience with the use of this blank
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at Columbia University by the use
of the same special tabulating equip
ment that was used in scoring the
blanks obtained from members of our
Institute. The remaining part of this
paper was dictated by Dr. Arthur E.
Traxler, assistant director of our re
search project, and has been reviewed
by Dr. Ben Wood, the director.
The eleven accompanying diagrams
show the kinds of analysis which our
research staff made on the basis of
the results. The first sheet is the form
on which the reports were made to
the various Canadian firms. On this
sheet the 27 occupations are arranged
in order of the size of the average
standard scores made by accountants
in the United States. The irregular
line running rather diagonally across
the chart, connects the average scores
in the different occupations. As you
will see, accountant is first, CPA is
second, and so forth, going down to
psychologist as the 27th occupation.
A word of explanation concerning
the differences between the scales for
accountant and CPA may be desirable.
In brief, Strong’s accountant’s scale
is based on the responses of account
ants employed in individual business
firms, whereas his CPA scale is based
on the responses of men certified as
public accountants in the states of
New York and California who have
been previously referred to.
A question may properly be raised
concerning the reason for higher aver
age scores, both for the United States
and for the Canadian group, on
Strong’s accountant’s scale than on
his CPA scale, in view of the fact
that the averages of both groups are
Report on Scoring of Strong Interest based on the scores of men engaged
Blanks Received from Members of the in public accounting. A partial ex
Dominion Association
planation for this seeming inconsis
Members of the Dominion Associa tency is that many of the men in both
tion sent in over 1,000 blanks of which groups whose scores were used to ob
640 blanks including 487 juniors, 72 tain the average scores were junior
senior accountants, and 131 partners accountants and not all of them will
were received in time to be scored for succeed in becoming certified public
this report. These blanks were scored accountants and that others will even
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has convinced me that his theory has
merit. I must confess I do not under
stand why.
To check the results obtained by
Dr. Strong, we obtained answers to
the questions on the Strong Blank
from over two thousand members of
our Institute and their staffs. The
average of these answers was calculated
by the personnel of our research proj
ect. Our averages compared closely
with Strong’s averages for accountant
and CPA, thus validating his work
for our profession. The average of
the answers given by 1,000 men, se
lected at random, was also compared
with the averages compiled by Dr.
Strong for twenty-seven of his voca
tional groups. The comparisons with
the averages for the other occupations
were made to establish a “profile” for
professional accountants. For example,
while it is very important that the in
terests of a young man correspond
closely with those of a CPA, there is
also a possibility that they should dif
fer from those of a psychologist, min
ister, artist, dentist, and the other
occupations at the bottom of the list
on the profile sheet. On the other
hand, scores higher than average shown
by the profile, in occupations other
than CPA and accountant, at the top
of the list, are probably favorable in
dications provided the interests in
these other occupations do not
overshadow the interest in CPA too
greatly. Dr. Wood tells me that the
psychologists are not yet certain as
to all of the implications of deviations
from the profile with respect to oc
cupations other than our own.
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tually leave professional practice to
accept an accounting position with a
particular corporation. If one compares
the average scores for the partners
with those of the juniors, he will see
that whereas the juniors are consider
ably higher on the accountant’s scale
than on the CPA scale, both the United
States and Canadian partners scored
higher on the CPA scale than on the
accountant’s scale. This fact is brought
out by the graphs on the second and
fourth sheets. Except for this signi
ficant difference and differences of a
few points on some of the other scales,
there is a general similarity between
the profiles for the partners and the
juniors.
It will no doubt be of interest to
compare the average scores of the 640
public accountants in Canada who
took the Strong blank with the scores
of the 1,000 public accountants in the
United States. The medians for the
two groups are shown on the third
sheet. It is apparent that the public
accountants in the two countries are
very similar in average interests as
measured by the Strong blank. It is
especially interesting to note that the
differences between the two groups on
the accountant scale and the CPA scale
are in each case not more than one
point.
The median lines for the three levels
of Canadian public accountants, part
ners, seniors, and juniors are shown
on the fourth sheet. These lines are
in general similar to one another, but
there are some interesting differences,
particularly on the accountant and
CPA scales. On the accountant’s scale,
the seniors are highest, the juniors
next, and the partners lowest, but on
the CPA scale, the juniors and seniors
have almost identical average scores,
whereas the partners are several points
higher than these two groups. A some
what similar relationship was found
in the United States.
Pages 115, 116, 117, show average
scores of the three levels of accountants

in the two countries. As you will see,
the two lines for the junior account
ants are very much alike and this
statement is also true for the senior
accountants and the partners in the
two countries. One conclusion indi
cated by these results is that the Strong
blank should be approximately as re
liable and valid when used with public
accountants in Canada as when used
with public accountants in the United
States.
It should of course be borne in
mind that the lines shown on the
graphs just discussed represent aver
age scores. It is desirable to point out
that for each level of accountants on
each scale there are wide differences
among individuals. This fact is shown
clearly by the table on page 118. On
the CPA scale, for example, it will be
noted that although, as already ob
served, the average for the partners
falls within the A rating, a few part
ners who have been successful in their
profession have ratings of B—, C+,
or C. Similarly, for the junior ac
countants, we note that the individuals
are distributed from a high A rating to
a rating below the C level. In the in
terpretation of the results for an in
dividual, one should be aware of the
fact that while a high score in the
occupation of one’s choice is very de
sirable and suggests the probability
of success in that occupation (pro
viding he has the other necessary qual
ities) a low score does not necessarily
preclude success in the occupation.
While such cases are rare, every study
so far made reveals a few successful
public accountants who receive low
scores on the accounting and CPA
scales. Such discrepancies are prob
ably due, in part, to the inherent un
reliability of any thirty minute test,
and in part to the fact that certain
individuals whose interests do not con
form to those of the profession in
general, possess other qualities which
offset their deviation from the pro
fessional interest norm.
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The last three sheets show the in
terest profiles of three public account
ants in Canada. These are the actual
scores of the three men although their
names have been changed.
The first man, George Olson, has
an interest profile which bears only a
general similarity to the median line
for 1,000 public accountants but the
general slope of the line is accentuated
in a favorable direction. You will note
that he is extremely high on the ac
counting scale and that he also has
an A rating on the CPA scale, although
the score is lower than the one for
accounting. He also has A ratings
for purchasing agent and for personnel
manager, both of which are positively
related in score to the field of account
ing. At the bottom of Olson’s profile
there are three exceptionally low
scores, those for mathematician, archi
tect, and artist. It may be desirable to
state at this point that the mathema
tician scale is based on the interest of
181 persons, including college profes
sors, who are designated as professional
mathematicians in American Men of
Science and not on the interests of a

group who may have the numerical
skills desirable for an accountant.
The scores of John Baker illustrate
the profile of an individual whose re
sults are on the whole in close agree
ment with the median profile.
The sheet for Frank Masters brings
out a sharp contrast between the in
terests of an individual and the median
interests of public accountants. This
man has a score of C+ on the ac
countant’s scale and an extremely low
score, below C, on the CPA scale.
Apparently his interests agree with
those of engineers, for he has an A
rating on this occupation, and he also
appears to have, to a considerable de
gree, the interests of chemists and den
tists. On the basis of the Strong test,
one would not advise this young man
to enter public accounting but would
direct him towards one of the occu
pations in which he has high scores.
It should, however, be emphasized that
in selection and placement, it is high
ly desirable to make use of the results
of general ability tests and achieve
ment tests to supplement the evidence
obtained with the interest blank.
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Your occupational interests are recorded under the heading "standard score” and opposite the appropriate occupations.
The higher a score to the right of the shaded area the greater the certainty that one has the interests characteristic of. that occupation. The lower the score to the left
of the shaded area the greater the certainty that one does not have the interests of the occupation. Scores falling within the shaded area are indeterminate: they help
sometimes to show, along with other scores, the general trend of one’s interests in an occupational group. But generally they can be ignored. .
Standard scores of 45 and above are rated A, meaning one has the interests characteristic of men successfully engaged in the occupation. Ratings of B + , B, and B —
also indicate possession of the interests characterizing men in those occupations, but at the same time they represent less and less assurance that the classification is correct.
About 15 per cent of men known to be successful rate B ; about 9 per cent rate B; about 4 per cent, B—; and about 2 per cent C + and C. Occasionally a successful
man rates below C + . On the other hand, many successful men rate B—, B, and B + , and a few rate A in occupations other than the one in which they are engaged.
The interest profile of an accountant or of a man considering the accountancy profession should be compared with the median profile for 1,000 accountants as shown by
the solid black line.
Men’s interests change very little from 25 to 55 years of age. They change somewhat from 20 to 25 years and much more so from 15 to 20 years. Consequently, the younger
the man, particularly below 20 years of age, the less certainly can his interests be identified in terms of some occupation. Such changes in interests as take place are more
likely to result in higher ratings than the reverse.
.
,
The ratings from this test should not be viewed as conclusive; they are not guaranteed as correct. Instead they should be viewed as merely suggestive and to be
considered in the light of all other information bearing upon one’s vocational choice. Occupations rated A and B + should be carefully considered before definitely deciding
against them; occupations rated C, C + , and B— should be carefully considered before definitely deciding to enter them. Remember only a few from among all the hundreds
of occupations are reported on here.
----- Median Scores of 1,000 Accountants (200 Partners, 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

Chart I
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Partners.
(See Chart I for general instructions.)
............. 200 American junior accountants; .......... 200 American partners
----- Median Scores of 1,000 Accountants (200 Partners. 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

*

Median scores of 200 American junior accountants and 200 American
partners with median scores for 1,000 American public accountants

Chart II
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(See Chart I for general instructions.)
.......... Median scores of 640 Accountants in Canada
——Median Scores of 1,000 Accountants (200 Partners, 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

Median scores of 640 public accountants in Canada with median scores of 1,000 public accountants in the United States

Chart III
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...

(See Chart I for general instructions.)
.............437 Canadian junior accountants; ............ 72 Canadian senior accountants; Canadian partners
----- Median Scores of 1,000 Accountants (200 Partners, 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

Median scores of 437 junior accountants, 72 senior accountants, 131 partners
in Canada with median scores of 1,000 public accountants in the United States

Chart IV
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----- Median Scores of 1,000 Accountants (200 Partners, 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

general instructions.)
............ 437 Canadian junior accountants; ............. 200 American junior accountants

• Canadian medians.
(See Chart I for

Median scores of 437 junior accountants in Canada with median scores of 200 junior accountants in the United States

Chart V
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—

...

(See Chart I for general instructions.)
............ 72 Canadian senior accountants;
200 American senior accountants
Median Scores of 1,000 Accountants (200 Partners, 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

* Canadian medians.

Median scores of 72 senior accountants in Canada with median scores of 200 senior accountants in the United States

Chart VI
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(See Chart I for general instructions.)
............ 131 Canadian partners; .............. 200 American partners
----- Median Scores of 1,000 Accountants (200 Partners, 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

* Canadian medians.

Median scores of 131 partners in Canada with median scores of 200 partners in the United States

Chart VII

DISTRIBUTION OF SCORES OF PARTNERS, SENIOR,
AND JUNIOR ACCOUNTANTS AMONG THE DIFFERENT
LETTER RATINGS ON FIVE OCCUPATIONS

Chart VIII
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(See Chart I for general instructions.)
Median Scores of 1,000 Accountants (200 Partners,

—

200

Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

Chart IX
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(See Chart I for general instructions.)
----- Median Scores of 1,000 Accountants (200 Partners. 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Juniors)

'

Chart X
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(See Chart I for general instructions.)
----- Median Scores of 1,000 Accountants (200 Partners, 200 Managers, 200 Seniors, 200 Semi-Seniors, 200 Jnniors)

Chart XI
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Form and Content of CPA Examinations
By Henry E. Mendes, New York
Chairman, Board of Examiners,

American Institute of Accountants

50th anniversary of the pas sions—such as law, medicine, and en
sage of the first CPA law seems gineering—enjoy. True enough, claim
to present a propitious occasion can be made that accountancy is by
for a review of the form and content
its very nature just as old, if not older,
of the certified public accountant ex than some of the older professions—
aminations, now given, with only four e.g., humanity, after first providing the
exceptions, on a uniform basis through wherewithal for life, began counting
out the United States, the District of before requiring the aegis of what are
Columbia, and the four territories. now regarded as the older professions.
Consequently, such a review, if suffi Law, for instance, must have been
ciently objective, should provide the the outgrowth of disagreements or dis
basis for inaugurating important sensions arising out of the ownership
changes in the examinations that may of property—persons and things—in
tend to improve their quality and fair volving accountability. By reason of
ness with consequent benefit to the this inherent trait—the right of pos
profession as a whole, not to mention session-all persons are by nature ac
the advantages that might accrue to countants or, to use a more plebian
the public generally. It seems particu term, bookkeepers, and it is probably
larly fitting, also, that one such as your because of this that accountancy did
speaker, who has had extended experi not emerge as a learned profession
ence and intimate contact with CPA until comparatively modern times.
examinations, embracing almost sixteen
It is perhaps well to consider, now,
years, should address himself to the the significance of the title CPA—as
subject.
to whether it is an academic degree or
merely a license to practice as a cer
Purpose of the CPA Examinations
tified public accountant. The latter
Historical Background
seems to be the case, at least in the
Broadly speaking, the purpose of the State of New York and, so far as known,
CPA examinations is to provide ade in all the other states and territories.
quate tests of the candidate’s knowl In this connection it is interesting to
edge in certain basic, essential subjects note what George Wilkinson, CPA,
relating to accountancy. Hence, the then secretary of the Federation of So
same general principles that underlie cieties of Public Accountants in the
tests for the purpose of determining the United States of America, had to say
technical knowledge and breadth of on the subject in a paper entitled
experience by means of examinations “The CPA Movement and the Future
for other professions should govern in of the Profession of the Public Accoun
the setting of examinations for accoun tant in the United States of America,”
tants, but, and this is important, not which he presented at the Congress of
without a thorough realization of or a Accountants held at the World’s Fair,
full recognition of the fact that accoun St. Louis, September 26 to 28, 1904,
tancy, as such, is one of the younger under the auspices of the Federation
professions and is without the long of Societies of Public Accountants in
background of experience and prece the United States of America. Mr. Wil
dents that the older learned profes kinson said:
he

T
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“The abbreviation CPA has frequent
ly been spoken of as a ‘degree,’ but
there is no authority for this. Whether
it shall become recognized as a di
ploma, a degree of learning or merely
a license to practice, depends less upon
the form of the law than upon the
dignity with which the letters are
upheld by the members of the pro
fession and upon the merit of the
technical examinations held.
“It has been suggested that the let
ters CPA constitute a specific profes
sional title the equivalent for our pro
fession of MD in medicine; DDS in
dentistry; LL.B in law; also that the
use of the courtesy designation of Mr.
or Esquire might be eliminated as un
necessary, as in other professions re
ferred to. The suggestion is most wor
thy of consideration as tending to ele
vate the title which has now become
the recognized designation of our call
ing.”
It seems that at this late date there is
no reason to alter the definition of the
title CPA as so well presented by Mr.
Wilkinson in 1904.
As is well known, four basic sub
jects, i.e., theory of accounts, practical
accounting, auditing, and commercial
law, have been considered in the
United States as the minimum special
ized knowledge with which aspirants
to the profession of accountancy should
be equipped. These subjects were orig
inally selected by the initial CPA
board, appointed under the New York
State law passed in April 1896—see the
first rules promulgated as of October
15, 1896, by the regents of the Univer
sity of the State of New York. Since
the passage of CPA laws in all the
other states and territories of the
United States, the aforesaid subjects
have formed the pattern for the ex
aminations in those jurisdictions. On
this point it is of more than passing
interest to note what Mr. Wilkinson
said in 1904, again quoting from his
paper to which reference has just been
made:

cants are to be examined are not spe
cified in the statute, they should be
defined in the rules of the board, thus:
‘auditing,’ ‘theory of accounts,’ ‘prac
tical accounting,’ ‘commercial law.’ ’’
The CA v. the CPA Examinations

. The examinations of the English and
Scottish societies of chartered account
ants, given immediately prior to the
passage of the CPA law in New York,
provided the background, in some im
portant respects, for the initial exam
ination set in that state. It is well to
point out, however, that the CA ex
aminations were set even then, in 1896,
on a much more elaborate basis, in
volving quite a comprehensive scale
of knowledge, than the present CPA
examinations. By way of illustration,
the papers set by the Scottish Char
tered Accountants’ General Examining
Board for the December 1896 exam
ination consisted of three sets of papers,
i.e., preliminary, intermediate, and
final, which had to be passed at differ
ent times dependent upon the ability
and experience of the candidates. The
preliminary papers comprised: English
grammar and composition, arithmetic,
history, geography, geometry, Latin,
French and German, one hour being
assigned for each subject. The inter
mediate papers comprised mathematics
—arithmetic (advanced) and algebra,
two hours for each; and professional
knowledge—bookkeeping, framing ac
counts, and correspondence, three
hours for each. And the final papers
comprised law of Scotland, Parts I
and II (two and one-half hours each) ;
actuarial science in two parts—ele
mentary and advanced—and political
economy (two hours for each) ; and
general business of an accountant in
four parts of three hours each.
More complete information con
cerning these examinations are set
forth in the accompanying Appendix I.
From the foregoing it seems rather
obvious that the CA examinations al
ways have been on a considerably more

“If the subjects in which the appli
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rigorous basis, if not, indeed, higher
plane, than the CPA examinations.
That is, unless one gives consideration
to the preliminary requirements before
a candidate sits for the CPA examina
tions, which are by no means uniform
in the several states, in fact, non
existent in some, and until recent
years, not higher than the require
ments for high school graduation. To
a degree, this unsatisfactory condition
has been corrected in New York State,
as evidenced by the passage in 1929
of an amendment—Section 1498-a—to
the education law, which provides that:

degree will be a prerequisite. A number
of other states allow credit for fulfill
ment of the experience requirements to
applicants who hold a college degree.

Necessity for Examinations in Certain
Basic Subjects
Whether or not the existing provi
sions in New York State, as outlined
above, will tend in the long run to
require a better or more practical back
ground of education for one in this
country aspiring to become a profes
sional accountant than before the pass
age of Section 1498-a, in contrast to
the requirements for the aspirant in
“Subsequent to January first, nine Britain, is a moot question and may
teen hundred and thirty-eight, every always remain so. Also, whether or not
candidate for examination for a cer
a smattering of education in the liberal
tificate as a certified public accountant
shall present evidence that he has sat arts, while perhaps desirable, is essen
isfactorily completed the course of tial, may be open to question. It is not
study in a college or school of account the purpose of this paper, nor is there
ancy registered by the department as the time available now, to debate those
maintaining a satisfactory standard, issues. Your speaker has always felt,
and that prior to the beginning of his however, that it is highly important
course of study in such college or that aspirants to the profession of ac
school of accountancy he satisfactorily countancy be extremely well grounded
completed a four-year high school in certain basic subjects, entirely apart
course approved for this purpose or the
equivalent as determined by the com from the four subjects that constitute
the CPA examinations, a knowledge of
missioner of education.”
which, it seems, the successful practi
In connection with the above it tioner should possess. In other words,
should be noted that according to the candidates should have certain aca
Handbook (No. 14) relating to CPA demic knowledge along specialized
examinations, issued by the New York lines, as a preliminary to advanced
State Education Department, the course studies, which unfortunately all too
of study for accredited institutions, for often the high school graduate does
the purpose of complying with the pro not possess and, it must be said regret
visions of the Statute, must include: fully, even the college or university
(1) 24 hours of accounting; (2) 8 graduate in a liberal arts course does
hours each of business law and finance; not always have. In a short address on
(3) 6 hours of economics; and (4) preliminary examinations, delivered be
additional courses in business and lib fore the joint meeting of accountancy
eral arts to complete the four full examiners under the auspices of the
years of college work.
Association of Certified Public Ac
While New York is the only state at countant Examiners and the Institute’s
the present time requiring candidates board of examiners at the annual meet
for the CPA certificate to have the ing of the American Institute of Ac
equivalent of a college degree, it is of countants held in San Francisco in
more than passing interest to note that 1939, I said:
the accountancy law of New Jersey pro
“The one outstanding observation
vides that beginning in 1951 a college that I have to make as a result of my
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experience on the several boards is
that by and large the majority of can
didates who sit for the examinations
are wholly unprepared for the test
either through lack of academic knowl
edge or experience, or both. It is with
respect to the former, the academic
knowledge, where the fault usually lies;
at least that is, in my opinion, the seat
of the trouble.
“Now, a good many accountants, in
cluding myself, feel that the difficulty
could be largely, if not altogether re
moved by providing that all aspirants
to the CPA degree be required to pass
a preliminary examination somewhat
along the lines, perhaps, followed in
Great Britain before sitting for the
final, professional, examinations. It is
with that thought in mind that the
council of the Institute recently di
rected its board of examiners to con
sider the feasibility of some plan pro
viding for a preliminary before a final
examination. Granting that such is de
sirable, the question resolves itself into
determining the form and nature of
preliminary examinations; and I sup
pose that it is on that score that dif
ferences of opinion may arise.
“My thoughts in this connection run
along the lines that a preliminary ex
amination should comprehend exam
inations in a series of subjects not
properly emphasized these days in the
curricula of the average high school
which, for want of a better term, could
be designated as subjects in commer
cial or business science. ... If I were
called upon to prepare a list of subjects
to be comprehended in preliminary ex
aminations, or at least as being re
quired or mandatory in addition to the
usual high school subjects, I would be
inclined to include the following: com
mercial arithmetic, business English,
advanced bookkeeping, commercial law
(preliminary), economics, commercial
geography, banking and finance, office
organization and system, accountancy
and business history, etc. There are
possibly other subjects which could be
added to this list.”

As a result of my subsequent experi
ence on the board of examiners, I am
125

more convinced now, than I was back
in 1939, that something along the fore
going lines is absolutely essential; and
until the curricula of studies in the
schools are adjusted to conform the
profession will be inviting misfits into
its ranks. If the high schools, and if
need be the colleges and universities,
should find it impracticable to make
the necessary adjustments, then ar
rangements must be made for special
post-graduate courses for CPA candi
dates, which must be passed by them
before admittance to the final exam
inations for the certificate.
At this juncture it might be well to
point out that some of the states re
quire candidates for the CPA certificate
to sit for certain special subjects in
addition to the four main subjects. For
instance, in Michigan and Minnesota
special papers are given in Economics
and Public Finance; in Iowa a paper
is prepared in taxation and general
commercial knowledge; and in Louisi
ana an examination in income tax
procedure and practice is given. In
New Jersey a separate examination is
given in municipal and governmental
accounting and finance, and persons
who are not interested in becoming
certified public accountants may take
this examination and become registered
municipal accountants. Colorado, Okla
homa, and Wisconsin also require ex
amination in governmental accounting,
and the latter state also requires pass
ing an examination in elements of poli
tical economy and income tax. Mary
land gives an examination in prin
ciples of economics. A number of states
(California, Georgia, Illinois, Michi
gan, Missouri, New Hampshire, North
Carolina, Rhode Island, Texas, and
Virginia, and the District of Columbia)
examine candidates in other related
subjects as the boards may deem ad
visable from time to time. Thus, it will
be seen that there are substantial dif
ferences between the examination re
quirements of the several states. There
exists, undoubtedly, a great variation
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accounting, aptitude, etc., cannot be
overstressed.
In reply to a questionnaire prepared
by the Association of Certified Public
Accountant Examiners, practically all
state boards expressed themselves in
favor of examinations that would not
be passed by a junior staff accountant
but one that a senior staff accountant
ought to pass. The examinations should
be a fair test of the candidate’s skill in
accounting technique such as is ex
pected of a senior accountant in the
average well-regulated public account
ant’s office. Knowledge of such account
ing technique should be such as would
be attained, generally, through a course
of academic training commonly attribu
table to college years. Of course, it
may be possible to learn the techniques
of accountancy through self-education
and, to a certain extent, through ex
perience. However, candidates who
have had a formal education in ac
countancy at the collegiate level will
pass the examinations with greater ease
and at an earlier date, and those who
lack such education must expect to
have to put in a longer apprenticeship
before they will be equipped to pass
the examinations.
The requirement of experience for
the CPA certificate in the Form of
Regulatory Public Accounting Bill,
which was approved by the committee
on state legislation of the American
Institute of Accountants, contains a
requirement of two to six years’ ex
perience in public accounting as a
condition to the issuance of the cer
tificate of certified public accountant.
The requirement is two years’ experi
The Examinations in Relation to Experi ence in the case of a graduate of a
ence of Candidates in Public Accounting college or a university with a major
It has been the fixed policy of the in accounting, three years’ experience
board of examiners to develop uniform in the case of a college graduate who
examinations at the level of an ad has not majored in accounting, and
vanced semi-senior or beginning senior. six years’ experience in the case of a
As a consequence, those candidates candidate who is not a college grad
with poor academic and weak experi uate. The Form of Regulatory Public.
ence qualifications have been weeded Accounting Bill provides that the re
out. The necessity for proficiency in quired experience be completed before
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between what the law provides and
actual experience with the law, since
in many instances the preparation of
special papers is not mandatory.
Before concluding this section of the
paper, it might be well to indicate and
emphasize that the principal purpose
of the examinations is not to determine
whether candidates have achieved ac
counting ability commensurate with
that of leaders in the profession, but
that the board of examiners, and pre
sumably the various state boards, are
willing to admit men to the ranks of
the profession on the basis of a some
what lesser degree of development. In
other words, in setting examinations
the boards are attempting to obtain
information as a basis of judgment as
to the competency of candidates—to
satisfy themselves that candidates have
the qualifications to do what the public
will expect of them as certified public
accountants. Candidates do not have
to be possessed, necessarily, of the abili
ties of the leaders of the profession but
only sufficient ability to meet the aver
age demands. This implies, of course,
that the examinations should be
pitched at a level in which the public
interest would be best served and
which, in the final analysis, is the
fundamental justification for CPA legis
lation. That, in all fairness, should be
the fundamental consideration, or basis,
for the issuance of CPA certificates,
a point which, it would seem, many
candidates and even many members
of the Institute seem to forget or the
significance of which they do not seem
to fully appreciate.
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admission to the examination in prac
tical accounting, but permits admission
to the examinations in theory of ac
counts, auditing, and commercial law
without experience in public account
ing. The laws of a number of states
require public accounting experience
of one to five years for admission to
any of the examinations. There is a
marked dissimilarity in the require
ments of the various states, as dis
closed by the accompanying summary
—Appendix II. It should be observed
that the laws of a few states permit the
issuance of a CPA certificate without
experience in public accounting. This
situation is to be deplored, as it is be
lieved that the candidates without ex
perience in the states without an ex
perience requirement make up the
greater part of the failures in the CPA
examinations. The questionnaire of the
Association of Certified Public Ac
countant Examiners, previously re
ferred to, developed data which em
phasized the importance of experience.
They indicate that the examinations
during the period satisfactorily main
tained the specified objective of begin
ning senior status. The data showed
that one-half to three-fourths of the
candidates sitting in the examinations
had public accounting experience. In
the May 1944 examinations, the per
cent of passing candidates in the group
with accounting experience was more
than twice the per cent of passing
candidates in the group without public
accounting experience. In all four of
the examinations covered by the data,
the per cent of passes was higher for
the group with public accounting ex
perience.
State boards of public accountancy
have complete data concerning the ex
perience presented by candidates who
make application for admission to the
examinations. It would be helpful if
members of state boards were to study
the type of examination material that
can be answered by experience but
which cannot be answered by inex

perienced candidates. It seems desirable
to increase the content of this class of
material in the examinations, for it
cannot be over-stressed that there is
no substitute for practical experience.
The following subject matter, which
rather tends to emphasize the superior
ity of the CA over the CPA examina
tions, falls in the class of material that
requires the knowledge and judgment
gained from experience, in order to
present satisfactory answers and solu
tions:

Accounting Systems
Internal Control
Programs of Audit
Audit Working Papers
Analyses of Accounts
Reports of Accountants
Certificates
Federal Taxes
Cost Accounting
Professional Ethics
These subjects, if presented in case
studies, become very effective media
for testing experience of candidates.
Wherever possible, they should relate
to types of accounting work that are
encountered in a representative prac
tice. Applications of subject matter
to more specialized business enterprises
(banks, insurance companies, depart
ment stores, etc.) could be made pro
vided such questions are placed in an
optional group with a more general
but difficult question as an alternative.
Further progress toward the objective
of selecting experienced candidates
could be made by avoiding classifica
tion and formula-type questions, also
questions which it is possible to answer
from textbook lists; the tendency
should be away from certain traditional
and outmoded problems, such as “State
ments of Affairs.” There is no test of
judgment of candidates in actual situ
ations when such questions are used.
The content of the examinations
should be practical and should cover
a broad field. It should not be necessary
to search out difficult and complex
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problems; rather the examinations
should test the ability to solve the
ordinary day-to-day problems. The vari
ety of the examinations, as a rule, give
sufficient breadth without requiring
special and unique problems.

on the part of candidates in the field
of specialized accounting. Any account
ancy and business administration course
worthy of the name should contem
plate collateral reading and research
on the part of the students. Almost all
courses now include specialized ac
counting in which students are at least
introduced to the intricacies inherent
in certain business activities and in
dustries, and, hence, there seems to be
some justification in examining boards
assuming that candidates have either
had a formal course in specialized ac
counting or that their natural curiosity,
if nothing else, has induced collateral
reading. Naturally, questions and prob
lems along specialized lines should not
be overdone, as it is not reasonable to
expect too intimate an acquaintance on
the part of candidates with specialized
fields of activities; the questions should
be reasonably simple and be confined
to the general principles applicable, in
a broad sense, to all business.
Under this policy, the subjects to be
covered in the examinations would in
clude “tool subjects” such as algebra,
mathematics of finance, and statistics.
Other subjects, such as marketing,
money and banking, brokerage, insur
ance, business organization, corpora
tion finance, investments, taxation, and
economics might also be used in de
veloping a setting for an accounting
question or problem. It is noteworthy
that CPA candidates in a few states
(Minnesota, Wisconsin, and Michigan)
are required to sit for examinations in
finance and economics. Prevailing sen
timent of accounting practitioners
seems to be opposed to accounting
problems involving algebra, actuarial
science, and statistics. Such opposition
does not seem to be well founded.
A word about the examinations in
commercial law. It is believed that the
papers should not involve too much
case law and should be related, in so
far as possible, to problems that a
practicing accountant is likely to meet.
Examining boards of accountants pre

The Examinations in Relation to Educa
tional Qualifications of Candidates
The American Institute of Account
ants has definitely taken a position that
a college education is desirable for
those who enter the profession. An
Institute committee on education in
1936 reported that four years of college
beyond high school should constitute
a minimum requirement for public ac
counting. The council of the Institute
has stated that the most desirable
standard of professional preparation is
a full course in liberal arts plus grad
uate work in technical accounting sub
jects and related fields of study. The
council also stated that it regards with
favor the establishment of a collegiate
course designed to train students for
public accounting. The Form of Regu
latory Public Accounting Bill approved
by the Institute’s committee on state
legislation in April 1945 encourages
candidates to include college education
and college study of accounting and
related subjects in their educational
preparation for the profession by re
ducing the experience requirement
from six to two years in the case of
candidates who have a college degree
with specified hours in accounting, fi
nance, and economics.
These indications of preference for
a general education for recruits should
be supported in the CPA examinations
by inclusion of questions and problems
on a number of subjects related to ac
counting. Such questions might be used
to some extent in any of the four divi
sions of the uniform examinations, but
they should be used primarily in theory
of accounts and auditing, since these
subjects can be taken in a number of
states by candidates with no experi
ence. This presupposes some knowledge
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paring questions in the field of law
should give consideration to the cur
rent relationship between the profes
sion of accountancy and that of law,
having due regard that not a few mem
bers of the bar hold definitely to the
view that some, if not all, accountants
tend to encroach on the practice of
law particularly in matters relating to
taxation, that twilight zone in which
matters of law and accountancy tend
to overlap. At this point, it might be
well to mention that the purpose of
the law section of the CPA examina
tions, as has often been stated, is to
test the candidate’s ability, not with
the aim of his practicing law at any
time but to enable him to recognize

Auditing ..........................
Commercial law..............
Theory of accounts........
Practical accounting ....

(2)

(3)

Degree of Difficulty of the Several
Examination Subjects
In past examinations, the difficulty
of the various examination subjects has
not been uniform. The percentage of
passing candidates in the examinations
from November 1943 to May 1946,
inclusive, were as follows:

Nov.
1943

May
1944

Nov.
1944

May
1945

Nov.
1945

May
1946

........ 64.5
........ 49.2
........ 67.3
........ 9.8

66.0
48.5
68.4
10.2

60.5
46.6
78.3
13.9

24.4
26.7
66.2
12.8

46.4
39.3
33.6
29.8

41.6
53.1
61.7
40.1

It is apparent from the above statis
tics that the number of failures in the
examination in practical accounting
have been as much as three or four
times the number of failures in certain
of the other subjects. What is the
reason for this difference in the per
centage of passing candidates? Three
possible explanations may be offered,
viz.:
(1)

a legal problem when he sees one. This
is necessary in order that he may judge
the validity of transactions as reflected
in accounts, and also call to his client’s
attention, for proper legal advice, situ
ations involving legal questions re
vealed by examination of accounts
which otherwise might escape notice.

Possibly a combination of these reasons
accounts for the varying examination
results by subjects. Whatever the rea
son, it seems desirable to bring the
various examination subjects closer to
a common level of successes and fail
ures.
It should be noted that some progress
toward this end is reflected in the last
two examinations. The improved per
centage of passes in practical account
ing and the higher percentage of fail
ures in theory of accounts and auditing
in these two examinations are not the
result of a fixed policy of the board
of examiners. The changes came about
because the board is of the opinion that
the theory and auditing examinations
should include questions that test a
candidate’s familiarity with subjects of
current interest and importance, and
because the board used in these two
examinations questions which called
for knowledge of auditing procedure
and experience in other types of ac

Practical accounting may be a
more difficult subject.
The customary content of ma
terial in the examination in
practical accounting may be such
as to produce, arbitrarily, a more
difficult examination.
The examination in practical ac
counting may provide a better test
of the public accounting experi
ence of candidates, and conse
quently, the lack or inadequacy
of such experience on the part of
candidates may be reflected to a
greater extent in this subject as
compared to the others.
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counting work performed by public
accountants.
The solution of a problem in prac
tical accounting requires a candidate
to give effect to a decision or judg
ment covering points presented in the
statement of a problem. The difficulty
of putting such decisions or judgments
into a problem-solution is an important
test of ability as an accountant, and
practical accounting will always be the
most important subject in the examina
tions. However, it is even more difficult
to explain correctly and clearly the
pros and cons of a controversial theory
question, to formulate judgment on
disputed policies and procedures, to
support the judgment with good rea
soning, and to state why a procedure
is necessary and desirable. It is possible
to develop questions in theory of ac
counts and auditing that test the back
ground of experience of a candidate.
It is possible to introduce actual case
material into the examination in audit
ing, but, in this connection, the thought
naturally arises as to the desirability
of having a separate examination in
practical auditing, which in many im
portant respects could be made the
complement of the examination in
practical accounting. Heretofore, it
seems to have been the policy of ex
amining boards to consider that the
examinations in the latter subject
comprehended the former. There seems
to be every logical reason for exam
ining the candidates in both the theory
and the practice of auditing, just as
they are examined in both the theory
and the practice of accounting. During
the past few years the papers on audit
ing have been intended to provide a
practical as well as a theoretical test,
at least every effort has been made to
include questions that candidates with
out practical experience would have
some difficulty in answering. In a
measure, the results of this policy are
reflected in the decreasing percentage
of passing grades in the most recent
auditing examinations. Some members

of the Institute entertain the feeling
that the paper on practical accounting
should comprise, as well, practical au
diting. That, in so far as known, has
never been the intention; there must
appear to anyone certain obvious limi
tations as to the feasibility of incor
porating practical auditing questions in
the paper on practical accounting. To
attempt to make that examination serve
a dual purpose would tend either to
make an otherwise heavy paper all the
more so, to the point of impracticability,
or dilute the paper to a point where
it would fail to serve either objective
adequately.
In the theory examination of No
vember 1945 a question on the “single
step” income statement revealed that
candidates are not familiar with cur
rent developments in accounting prac
tice. It is the feeling of the board of
examiners that candidates should be
familiar with current literature, i.e.,
the most recent developments in the
profession as presented in The Journal
of Accountancy and the research bulle
tins promulgated by the Institute; also,
releases by governmental bodies, par
ticularly those issued by the Securities
and Exchange Commission. Material
that appears in Institute publications
as recently as two or three months be
fore an examination should be con
sidered as proper for use in developing
examination questions and problems.
If the candidates do not read to keep
up-to-date in professional thinking, it
is not easy to believe they will make
desirable recruits for the profession.
The theory examination for Novem
ber 1945 contained a question that
called for the statement of reasons for
agreement or disagreement with certain
statements as to the financial aspects
of recording depreciation. This ques
tion could not be satisfactorily an
swered by many of the candidates be
cause they were unable to make the
proper judgments of the broader aspects
of depreciation accounting. Poor grades
on this question were also the result

130

Form and Content of CPA Examinations
of the candidates’ inability to present
their views clearly, definitely, and in
good English.
The increased failures in the May
1945 examination in auditing arose
primarily because of difficulty in
answering questions relating to ac
counting procedure in specialized types
of auditing engagements—such as the
audit of a stock-brokerage firm, an in
vestment trust, a public hospital, and
a private school. The increased per
centage of failures in the November
1945 examination in auditing were
primarily the result of difficulty with
a thirty-point question calling for a
complete audit program for a balancesheet examination of a business with
which the candidate was familiar. In
this same examination the candidates
had difficulty with a question which
called for an understanding of the
documents that should be inspected by
the auditor in the verification of speci
fied accounts. It seems clear from the
results in these two examinations that
the auditing examination may be made
as important a test of experience of a
candidate as the examination in prac
tical accounting. If this is true, it seems
logical to make the auditing examina
tion serve this purpose, or better yet,
as already mentioned, provide for a
separate examination in practical audit
ing. If this type of material is used in
the examination, a percentage of fail
ures comparable to that in practical
accounting may reasonably be ex
pected.
The reasons for the higher percentage
of passes in practical accounting in the
most recent examinations appear to be:

required in each part of the No
vember 1945 examination. And in
the May 1946 examination, Part I
consisted of one long and two short
problems (only one of the latter,
at the candidate’s option, being
required) and Part II consisted of
one long and one short problem.)
(2) Great care was taken to state clear
ly the problems, to present all re
quired information, and to elimi
nate ambiguity.
In connection with the forego
ing, it should be emphasized that
the effect has not been a net un
fairness to the candidates—rather
the contrary—but it has placed an
increased burden on the graders to
assess the effect of improper timing
and ambiguities.
(3) Additional material, and more
comprehensive in character, has
become available in recent years
for research and study in compari
son with that which previously was
available.
(4) Also, it has been suggested that
many of the candidates who sat
for the examinations during the
past year or so are veterans who
normally would have taken the ex
aminations several years ago and
were prevented from doing so at
the time because of being in the
armed services and who, by reason
of their greater maturity, coupled
with the fact that they had more
time than usual for study and re
search, proved to be on the whole
better equipped for passing ex
aminations than they otherwise
would have been.*

Use of Questions and Problems on Gov
ernmental and Institutional Accounting

(1) Elimination of time as a factor for
In previous examinations, it has
success in the examinations. (The been the policy to use a required or
time requirements of recent exam
inations were carefully tested. No
*This paper was in preparation at the time
complaints were received from when the results of the May 1946 examination
candidates that the time allowance were announced, and insufficient time has
was not sufficient. Only two prob elapsed since then to analyze fully the results
to ascertain the reasons for the high percentage
lems were required in each part of passes in that examination in comparison
of the May 1945 examination. One with the November 1945 and prior exami
long and two short problems were nations.
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optional question to test the candi
dates’ understanding of the fields of
governmental and institutional ac
counting. Last year members of state
boards of public accountancy were re
quested to send the board of examiners
an expression of their views with re
spect to the use of such questions. The
Colorado State Board of Accountancy
replied that there was a legal require
ment in Colorado that the candidates
be examined in governmental account
ing. Seven other state boards expressed
the desire to have governmental and
institutional accounting questions in
cluded in the examinations. Many state
boards expressed the opinion that too
much weight had been given to these
questions in previous examinations.
They indicated a preference for using
these questions less frequently or in
cluding them as optional questions.
On the basis of the replies, the board
of examiners intends to introduce this
material occasionally in the examina
tions in theory of accounts and audit
ing, where it can be used with less
weight as contrasted to its use as a long
problem in the examination in prac
tical accounting. When governmental
and institutional accounting questions
are used in that examination they will
be introduced as optional rather than
required questions. The Colorado State
Board of Accountancy was asked if the
new policy would meet the legal re
quirement in that state, and it replied
in the affirmative.
Use of Essay-Type and Objective-Type
Questions and Problems in the
Examinations
The essay-type question tests the
ability of a candidate to organize his
ideas, to express himself in clear and
forceful language, to be definite rather
than vague or rambling, to reason ab
stractly, and also tests his sense of pro
portion and judgment in the selection
of the points of his answer. Public ac
countants who employ juniors invari
ably criticize the deficiencies of new

men in their ability to write. Incident
ally, proficiency in English cannot be
overstressed; it is a qualification that
should be tested in every examination
and should receive weight in the grad
ing. To make this possible, the exam
inations could include questions call
ing for essay answers, such as the
writing of a specimen audit report;
also, in the practical accounting paper,
candidates might be required to write
specimen notes to financial statements
for inclusion in prospectuses. A
thorough understanding of arithmetic,
at least those divisions that have a
commercial significance, is also essen
tial. The use of essay type questions in
the CPA examinations encourages bet
ter preparation of candidates to meet
these deficiencies and, as such, should
be continued. However, it must be
recognized that objective-type questions
and problems are not without merit
and, therefore, their development and
use should be encouraged. An objec
tive-type question may be described
briefly as a test so constructed that the
different scorers (graders or readers),
working independently, will arrive at
the same or essentially the same score
for a given performance. It is based on
brief, definite, answers. It is scored by
means of a key of correct answers and
any answer which disagrees with the
key is regarded as wrong.
No objective-type questions have
been included in the uniform examina
tions that have been set up to the
present time. It appears, however, to re
port that the board of examiners (act
ing through subcommittees), in con
junction with the committee on selec
tion of personnel of the Institute,
which is developing objective-type
questions at varying levels of knowl
edge and experience, i.e., orientation
and achievement, as part of its longrange program, have in draft form
objective-type questions and problems
for experimental tryout in future ex
aminations. These questions have the
merit of being easily and accurately

132

Form and Content of CPA Examinations
graded. They will be helpful in ex
tending the coverage of the examina
tions with a minimum of writing and
paper work on the part of candidates.
The policy of the board of examiners
in reducing the number of problems in
practical accounting has materially re
duced the possible coverage of subject
matter in that examination. Obviously,
it is not advisable to restrict the ques
tions on which the candidates are ex
amined to too narrow a field. The use
of objective-type questions in theory
and auditing, and objective-type prob
lems in practical accounting will ex
tend the coverage in those examina
tions and, in a large degree, should
offset the reduction which has resulted
from the use of fewer problems.
The objective-type questions and
problems that are being developed are
the multiple-choice type rather than
the more common true-and-false type.
The multiple-choice questions and
problems have an advantage because
they offer a better test of a candidate’s
judgment. It is known that many indi
viduals entertain a high degree of
skepticism concerning the value of the
objective-type of examination—even the
members of the board of examiners, as
presently constituted, are not a unit on
this score. There is a feeling that the
examinations should test achievement
rather than aptitude or interest, a
principle that should be carefully
borne in mind if tests of the objective
type are to be devised. Another diffi
culty involved in changing over to ob
jective-type examinations, or even in
trying them out, would be to deter
mine what standard of achievement in
the new type of test is comparable with
the passing level in the present type of
examination. At all events, final de
cision should be withheld until the
results of a reasonable series of try
outs can be appraised properly. Grant
ing an adverse decision, it would seem,
nevertheless, that no good or adequate
reason can be advanced against the use
of the objective-type examinations in
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the preliminary subjects, at least in
some, if not all, to which reference has
been made earlier in this paper.
To Summarize
The following questions which have
been raised in the foregoing discussion
offer opportunities for profitable dis
cussion by members of the Association
of Certified Public Accountant Exam
iners and by all members of the Ameri
can Institute of Accountants:
(1) What type of questions provide
the best test of knowledge and
ability essential to, and are im
portant in, the practice of public
accounting?
(2) Is it desirable to test ability to
use algebra, mathematics of fi
nance, and statistics as “tool-sub
jects” for public accounting?
(3) Is a general education so desir
able or necessary for recruits as
to make it advisable to use test
materials which relate knowledge
of marketing, money and bank
ing, business organization, cor
poration finance, and investments
to accounting problems and ques
tions used in the uniform exam
inations?
(4) Should the level of the different
examination subjects be such as
to produce a more uniform per
centage of passing candidates
than has been reflected in the re
sults of previous examinations?
(5) Is it fair to insert questions and
problems that will test a candi
date’s familiarity with current
literature of accounting?
(6) Is it desirable to use case ma
terial in the examination in aud
iting?
(7) To what extent should essay
type questions be used in the
examinations?
(8) To what extent should objec
tive-type questions be used in the
examinations?
(9) What number of problems
should be used in each part of
the examination in practical ac
counting?

Accounting Education
appears that failures in auditing have
been more numerous recently than in
practical accounting, now that two
years experience is required for the
latter. Therefore, it is to be hoped that
sometime in the near future an extra
half day may be added with the section
of practical auditing, and possibly also
an examination in economics included.
If and when such a modification seems
advisable of adoption, the program of
examinations might be as follows:

(10) What should be the policy as to
the use of problems and questions
from the fields of governmental
and institutional accounting?
(11) How satisfactorily do certain sub
jects heretofore alluded to (see
page 127) permit a test of knowl
edge and judgment gained from
experience? To what extent
should they be used in the uni
form examinations?

Before proceeding to the next sec
tion of this paper, it may be helpful
to refer to certain types of questions
that perhaps should be excluded from
the uniform examinations. Having in
mind that ambiguity is serious and
clarity is essential, it would seem highly
desirable to exclude questions and
problems that an accountant will not
meet in actual practice, or which if he
does he should not pass upon; also,
questions and problems that require
(1) knowledge of an unusual business
or are highly specialized, (2) the judg
ment of a principal, and (3) lots of
paper work and unnecessary thought
not related to the main point. As to
the form that questions and problems
should take, it might be pointed out
that for textbook topics the questions
should begin with: Define, compare,
contrast, distinguish, classify, what, etc.
For application of textbook principles,
rules, etc., the problems should begin,
for example: Prepare balance sheet,
statement of surplus or income, etc.
Such forms or approach give candidates
instructions similar to those given staff
accountants when assigned to engage
ments in actual practice. In this par
ticular, however, a word of caution
may be in order: The examiners, be
ing practicing accountants, always
should be on guard to resist the temp
tation to draw upon their own pro
fessional experience for too difficult or
unusual questions and problems, i.e.,
they should not “draw too deep” from
their experience.
The above suggestions relate to the
present subjects. In New York State it

For candidates
(CPA) experience:

without

1st Day, AM—Commercial Law
2nd Day, AM—Theory of Accounts
3rd Day, AM—Theory of Auditing
Economics

public
3 hours
3 hours
1½ hours
1½ hours

For candidates having passed the
above and who have had the experi
ence:
1st Day, PM—Practical Accounting I
2nd Day, PM—Practical Accounting II
3rd Day, PM—Practical Auditing

4 hours
4 hours
4 hours

Of course, candidates having the ex
perience at the outset could sit for the
full three days.
Results Attained to Date

Widespread Adoption of the Uniform
Examinations
A paper which is intended to deal
rather comprehensively with CPA ex
aminations would be considered in
complete if it did not cover, at least
briefly, the results that have been at
tained to date in the endeavor to pro
vide and establish uniform examina
tions for professional accountancy in
the United States. The results have
been so satisfactory, that that reason
alone seems to justify some historical
summarization of the subject. Presum
ably, there is no question as to the
desirability, if indeed there ever was
any question, of having a nationwide
standard of examinations.
At the outset, it should be mentioned
that all the states and territories now
have a CPA law, patterned very largely,
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as already mentioned, upon the New
York law, stemming from the passage
of the first law by that State in 1896.
If the laws of the several states and
territories are not precisely alike, there
has been a tendency by the state boards,
nevertheless, to provide examinations
in the identical subjects originally se
lected by the New York State Board
for its initial examination given in De
cember (15th and 16th), 1896. From a
reading of Mr. Wilkinson’s paper, to
which reference heretofore has been
made, it is evident that the desirability
of having uniform examinations for
all the states, under the auspices of the
national organization, was seriously
considered as far back as 1904. It was
recognized then that such a plan
“would do much good in the direction
of maintaining a high standard of ex
amination.”
The uniform certified public ac
countant examinations and grading
service are offered by the Institute
through its board of examiners as a
service to the state boards of account
ancy, and the state boards have sole
authority to ascertain who may sit for
the examinations and who may qualify
for the CPA certificate.
Starting in June 1917 with only three
cooperating states (New Hampshire,
Kansas, and Oregon), and nine states
in November 1917, when the first ex
aminations of public accountants on a
national scale were conducted, the
board of examiners of the American
Institute of Accountants is in the
happy position to report that there
are now forty-nine political subdivi
sions cooperating in the program for
the uniform examinations. This for
midable array includes the District of
Columbia, the four territories and all
states but four, i.e., Maryland, Ohio,
Pennsylvania, and Wisconsin. It is not
amiss to mention in passing that the
committee on practice of the United
States Treasury Department (formerly
known as the committee on enrollment
and disbarment) has used since 1940

the theory of accounts and practical
accounting sections of the examination
as part of the examination required by
others than members of the bar and
certified public accountants seeking
permission to practice before the
Bureau of Internal Revenue. This pro
cedure was adopted by the Treasury
Department on the sound ground that
its practice requirements should be
held at the level established and main
tained by the profession.
Steady Increase in Papers Graded Since
Adoption of the Uniform Examination
The first uniform examination set
by the board of examiners, as already
mentioned, was that of June 1917 when
papers of 51 candidates were graded.
Since then the number of candidates
has shown a steady progression, so that
for the November 1945 and May 1946
examinations papers of 1,207 and 1,566
candidates were graded, aggregating for
the four subjects at each examination,
respectively, 4,352 and 5,685 separate
papers. In addition, the state boards
using only the uniform examinations
graded the papers of 931 and 2,395
candidates, respectively, on their own
responsibility. The big increase between
November 1945 and May 1946 was
brought about by the introduction of
New York and New Jersey as cooperat
ing states, the boards of these states
having graded, respectively, the papers
of 1,600 and 235 candidates on their
own account in the recent May 1946 ex
amination. During the entire period
when the uniform examinations have
been given the board of examiners has
graded the papers of 31,874 candidates
and the state boards using the ques
tions only have graded the papers of
21,444 candidates. Thus, it will be
seen that from a modest beginning
the project of uniform examinations
has reached prodigious proportions
and has brought about, as a conse
quence, many important and vexing
administrative problems.
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Preparation and Grading of the Uniform
Examinations
At this juncture, it may be in order
to describe briefly the procedure fol
lowed by the board of examiners in the
preparation and grading of the exam
inations. The first essential is the pro
curement of a goodly supply, or stock
pile, of adequate source material, suf
ficiently varied in character as to in
sure of setting of fair and representative
examinations twice a year in the four
subjects. It should be obvious to any
one that this in itself is no easy task,
especially in view of the necessity of
exercising extreme care to avoid repe
titious questions and problems or some
bearing too great a similarity to ques
tions and problems appearing in recent
examinations. With the cooperation of
leaders in the profession, the Associa
tion of Certified Public Accountant Ex
aminers, and also members of the
teaching fraternity, not to mention the
ingenuity and imagination of members
of the board, it has been possible al
ways to provide examinations which,
by and large, have been fair tests for
those aspiring to the ranks of the pro
fession. But there have been times, un
fortunately, when the board felt the
want of an ample stock pile and even
occasions when no stock pile worthy of
the name was on hand. In an attempt
to overcome this situation, the board,
a number of years ago, adopted a pro
gram of building up a stock pile of
questions and problems with the ob
jective of having enough material on
hand for a minimum of four complete
examinations, i.e., a two year’s supply,
at least in so far as practical problems
are concerned. While this objective has
not been attained as yet, it is gratify
ing to say that the board is well on the
road to its accomplishment.
Subcommittees of the board are des
ignated by the chairman to set the
examination in the several subjects;
the drafts thereof are submitted to all
members of the board for constructive
criticism and eventual approval. Be

fore such approval, the drafts in practi
cal accounting, usually printer’s galley
proofs, are subjected to rigorous
“guinea pig” tests under examination
conditions by selected members of the
Institute, preferably ones who passed
recent examinations, who have volun
teered for the purpose. These tests are
intended to afford a check on the “tim
ing,” time allowance, for the various
problems, and the tests should also
disclose any possible ambiguities, not
theretofore brought to the surface, in
cluding clerical or printing errors such
as wrong dates, references, etc. It is
hardly necessary to mention that every
precaution possible is taken by mem
bers of the board and the Institute’s
staff to guard against any leakage of
information concerning prospective ex
aminations from the time when the ma
terial, even though it may be in com
paratively crude form, is first received
to the dates when the examination
papers are handed to the candidates for
answer.
After the examinations, the papers
of the candidates whose papers are to
be rated by the board of examiners are
sent to the Institute’s offices for that
purpose where a competent corps of
paid graders, all members of the Insti
tute, are assigned to the task. A brief
description of the procedure for proc
essing papers and safeguarding the in
tegrity of the examinations is now
presented:

A candidate’s papers are known to
the graders only by number. No single
grader marks all the questions or prob
lems in a single paper, since horizontal
grading, where a grader will grade but
one or two questions or problems, is
employed. The passing grade in each
subject is 75, and every paper within a
grade of five to seven points below 75
is subject to review by the chief ex
aminer, whereupon the grade may be
either raised to 75 or lowered to 70 or
below, since the board does not pre
sume to hold itself capable of grading
an entire paper to within a point or
two of absolute accuracy.
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Great care is exercised by the In
stitute’s staff to protect the integrity
of the examination and safeguard the
candidate’s papers. The printed exam
ination questions and problems are sent
by registered mail, return receipt re
quested, and separate packages contain
ing the material relating to the several
subjects are waxed sealed. Careful con
sideration is given to each paper that is
forwarded to the Institute for grad
ing; the papers are kept in vaults while
not being worked upon by the graders,
and numerous steps are taken to insure
that all papers are accounted for.
Reasons for "Failures” and Re-taking
Examinations

Many candidates for the CPA degree
find it necessary to re-take examinations
several times in some if not all of the
subjects, before being successful. As al
ready shown, practical accounting
proves to be the stumbling block in
the great majority of instances. The
reason for this, unquestionably, is lack
of practical experience as elsewhere
herein discussed in some detail; but, it
may be added, there is a suspicion that
many candidates, having passed the
other three subjects, only half-try in
their attempts to pass practical account
ing, not properly preparing for the
test and rather trusting to luck that
they may pass. The number of times
that candidates can sit for examinations
is determined by the rules and regula
tions of the respective boards, the
period of time during which a candi
date may be permitted to pass in a
subject or subjects in which he is con
ditioned varying from three to five
years.

Looking Forward
The Board of Examiners Constantly
Striving for Improvement in the
Uniform Examination

Despite the inherent difficulties and
the obvious limitations of the written
examination, per se, the board of ex
aminers is constantly striving to im
prove the uniform CPA examinations.

The report of the first board of exam
iners in 1917 stated: “It is the purpose
of the board to prepare questions, clear,
concise and altogether clear from am
biguity.” This has been the objective
of succeeding boards. The uniform ex
aminations always have been gauged to
test the technical knowledge, the pro
ficiency, and the experience, in so far
as practicable, of aspirants to the ranks
of professional accountancy. Very few
candidates, it may be said, have com
plained that the examinations have
lacked originality; but complaints are
heard occasionally to the effect that
examinations are too difficult, or of not
being capable of answer within the
time limitation. Recently, there have
been some complaints that the uniform
examinations were too difficult, but on
the other hand criticism is received or
disappointment expressed, sometimes,
usually from state boards and naturally
not from the candidates, that the exam
inations are too easy or set at a low
level. Also, too often in the past, it has
been said, not without some justifica
tion, that the examinations, particularly
practical problems, have been a test of
speed rather than of knowledge. Obvi
ously, the examinations should be fair
in this respect. These expressions are
always welcome, as it is only by having
constructive criticism that the board is
enabled to direct its efforts along effec
tive channels to achieve the highest
possible standard in the uniform exam
inations. These criticisms from oppos
ing points of view justify the board in
the feeling that the uniform examina
tions may be reaching an equable
mean. In this connection, it is quite
interesting to find in a report of the
board in 1918 the statement that: “The
examinations for both the November
1917 and May 1918 examinations were
prepared by members of the board.
This method will not necessarily be
adopted in the future but for the year
now ended it was found practicable.”
Although the board at that early
date hoped that the day might come
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when it would not find itself so inti tions, the graders are more lenient in
mately connected with the preparation the grading to compensate for the ex
of the uniform examinations, the fact traordinary difficulty.
With the greater use of the uniform
is that the board has never divorced
itself from much of the hard work of examinations, the problem of standard
preparing and presenting a set of ex izing ratings is of increased importance.
amination papers of the highest qual The board’s graders rate about oneity. It has been to the best interests third of the papers, one state (New
of the profession, undoubtedly, that York) rates nearly another third, and
time and care were devoted to the the remaining third, at least at present,
examinations by outstanding members is rated by some twelve to fifteen state
of the Institute elected by its council boards. It is just as desirable that all
to constitute the board of examiners. use the same basis for their ratings as
It should be recognized, however, that that all states use the uniform examina
despite its best efforts, and in the very tions. The board has made a start in
nature of the task, the board at times the solution of this problem by fur
will produce examinations which ap nishing as a guide to state boards, sug
pear either too difficult or too easy; or gested answers to each question and
produce examinations that are not cap problem and, when practicable, weights
able of being solved within the allotted for correct answers to each part or sec
time by the average candidate. Such a tion of a question or problem. It is in
condition usually manifests itself very this regard that opportunity lies for the
soon in the process of grading the greatest improvement in the examina
papers and, once discovered, the grad tion procedure, and while much yet
ing yardsticks are adjusted immediately remains to be done, it is gratifying to
to take into consideration the factors report that considerable progress has
that obviously have a bearing on been made to date.
whether an examination is either too
Another point which should not be
hard or too easy; in other words, the overlooked in the consideration of this
graders are given reasonable latitude in topic is the inclination on the part of
the rating of the papers, as to whether some persons to criticize or eliminate
they should be either tough or lenient a good question or problem because it
as circumstances might dictate. This is “too difficult to grade.’’ A sense of
approach may be adopted not only with proportion must be exercised, of course,
respect to one question or problem in having in mind always that by and
one of the papers, but an entire paper large the examinations are set primar
and, conceivably, a full examination. It ily for the purpose of testing the ability
should not be inferred from this, how and proficiency of candidates. The best
ever, that it is the policy of the board questions and problems to serve this
to hold down the passes to a prede end should be devised; sometimes, they
termined percentage. Actually, the may be difficult to grade but that is a
board has rejected suggestions that it poor reason to assign for their non-use.
follow this policy, and the varied per It means, in essence, that only men of
centage of passes in recent years shows experience and standing in the profes
clearly that that policy is not followed. sion, comparable to those setting the
Let it be emphasized that any candi papers, and with the requisite judg
date who really passes an examination ment, should serve as graders or cor
is given a passing grade, but that if an rectors. However, grading can never be
examination proves to have been more precise, and good judgment must al
difficult than the board intended, or if ways play an important part in the rat
it appears that insufficient time was al ing of papers. Occasionally, questions in
lowed to insure proper answers or solu theory are given which can have a
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“yes” or “no” answer and, from the CPA examinations. I concluded, how
viewpoint of an actual practitioner, be ever, that it was preferable, if only
entitled to equal consideration. Prob from an historical point of view, to
lems in practical accounting are often reduce to some permanent form the
so detailed that the work of the grader ideas gained, and the results attained,
is unnecessarily increased. In so far as such as they are, of my many years of
possible, questions in auditing as well experience and contact with the CPA
as theory, and even law, should be examinations. Its presentation for dis
framed so that direct and reasonably cussion at the meeting, consequently,
will have to be briefed considerably by
positive answers may be given.
In order that candidates be given reason of the time limitation. Much
fair and considerate treatment it is im more could be written on the subject,
portant that the grader’s work be light but what has been presented herein
ened wherever possible because the should be helpful in provoking further
task is very difficult at best; however, thought and considered discussion, hav
the grader’s comfort should not neces ing always in view the main objective
sarily govern. Wherever possible, ques of providing more comprehensive and
tions and problems should be framed fairer CPA examinations, to the ulti
with some consideration of the diffi mate betterment of the profession of
culty involved in fixing candidates’ accountancy throughout the United
States.
grades.
It would be remiss indeed if, before
It seems a safe assumption that wide
closing,
I failed to acknowledge the
spread adoption of the uniform CPA
cooperation
of the members of the
examinations accelerated early national
board
of
examiners
in the preparation
recognition of the CPA certificate and,
now that the uniform examination has of the paper. Their views concerning
been adopted by the boards of all states certain topics under discussion proved
but four, all the territories and the to be quite helpful; also the assistance
District of Columbia, it is not too of the Institute’s staff in assembling
much to hope that the time is not far statistical and other data contained
distant when the boards of Maryland, herein. In particular, I wish to thank
Ohio, Pennsylvania, and Wisconsin will H. T. Winton who only recently re
turned to his former position as assis
see their way clear to enter the fold
tant secretary of the Institute after an
of cooperating states and thus bring
absence of several years in the United
about unanimity in CPA examinations
States Naval Reserve; and Professor
throughout the nation—that much-to- Thomas W. Leland, who for almost
be-desired goal which, as has been two years served as technical assistant
pointed out, has been the objective of to the board of examiners of the In
the leaders in the profession ever since stitute—up to the time earlier this year
the passage of the first CPA law by the when he returned to his former posi
State of New York in 1896.
tion as head of the Department of
Business and Accounting at the Agri
Concluding Remarks
cultural and Mechanical College of
What started out to be a short paper, Texas and who furnished me with a
for twenty minutes delivery, has de comprehensive memorandum on the
veloped into a rather long, although subject of the examinations derived
somewhat sketchy, treatment of the from his all-too-short contact with the
subject of the form and content of board of examiners and its problems.
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APPENDIX I

Scottish Chartered Accountants’ General Examining Board
Papers Set in the December 1896 Examination
Preliminary

Political Economy
The examination will involve an elemen
tary knowledge of economic principles,
and more special knowledge of one or
more of the following topics, to vary from
time to time: statistics, rate of interest
land investments, currency, banking,
credit, commercial crises, national and
municipal debts, taxation.
(Two hours)

English Grammar and Composition
Arithmetic
History
Geography
Geometry
Latin
French
German
(One hour for each of the above)

Actuarial Science (Advanced):
(a) Probabilities
(b) Mortality tables
(c) Life contingencies
(Two hours)

Intermediate
Mathematics:
(a) Arithmetic (Advanced)
(b) Algebra
(Two hours for each of the above)

General Business of an Accountant—Part I:
(a) The theory and practice of bookkeep
ing
(b) Preparation of balance-sheets and
profit-and-loss accounts
(Three hours)

Professional Knowledge:
(a) Bookkeeping, including the framing
of balance sheets and profit and loss
accounts
(b) Framing accounts, interest states, etc.
(c) Correspondence
(Three hours each for (a), and (b)
+ (c) combined)

Final
Law of Scotland—Part I:
(a) Bankruptcy
(b) Judicial factories
(c) The Companies Acts
Law of Scotland—Part II:
(c) The Companies Acts
(d) Partnership
(e) References and arbitrations
(f) Bills, cheques, and deposit-receipts
(g) Sale, insurance, and cautionary obli
gations
(Two and a half hours each for
Part I and Part II)

Actuarial Science (Elementary):
(a) Compound interest and annuitiescertain
(b) The elementary principles of life an
nuities, assurances, and reversions

(Two hours)

General Business of an Accountant—Part II
(c) The procedure and requisites in the
audit of accounts and books, includ
ing those of public companies, pri
vate firms, and trust estates
(d) The framing of trust and factorial
accounts and states, joint adventure
and consignment accounts, interest
states, etc.
(e) Schemes of division
(Three hours)
General Business of an AccountantPart III:
(f) The management of bankrupt and
sequestrated estates, private trusts,
heritable estates, curatorial and ju
dicial factories, etc.
(Three hours)

General Business of an Accountant—Part IV:
(g) Formation, administration, and
liquidation of public companies
(h) The procedure under judicial and
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private references, remits, and proofs
(Three hours)

published by William Blackwood and
Sons, Edinburgh and London.

NOTES
(1) The foregoing information has been
excerpted from the January 1897 issue
(Vol. 1, No. 1) of The Accountants’
Magazine, a journal for businessmen,

(2) The examinations at this date (1946)
are set on practically the same basis
and level as were the examinations
given in 1896, as revealed by the most
recently available issues of the afore
said publication.
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or

State

Mississippi
Missouri
Montana
Nebraska
Nevada

x

x

x

Maryland
Massachusetts
Michigan
Minnesota

x

x
x

x

x

x

x

Maine

x

x

x

None
years accounting practice (2 years must be public)
years as U. S. Treasury revenue agent or field auditor
for budget, banking, insurance or auditor of State of
Iowa
3 years of public accounting
1 year of public and two years of practical accounting
1 year of practical accounting and graduate of college or
2 years of practical accounting and graduate of
evening or extension school in accounting course
Experience as board may deem equivalent to 2 years of
public accounting
2-year course in school of accounting
3 years of public accounting
3 years of public accounting and technical education
3 years as chief or senior examiner in State Comptrollers’
or as revenue agent or collector
5 years of bookkeeping or 2 years as revenue agent
3 years public accounting experience
None
3 years varied experience, satisfactory to board
2 years of public accounting and one year of practical
accounting

3
3

3

years of public accounting and technical education
3 years public accounting and 2 years tec
hnical education
Employment record for five years immediately preceding
x 1 year of public accounting and technical education
3 years of public accounting
x Sufficient technical education and 4 years as federal income
tax agent and/or examining state financial records
x Bachelor’s degree or 5 years general accounting

x

x

x

x

x

x
x

September 1946

x

x
x

x

x

x

x

year

of public accounting

of public accounting

years of public accounting

years ofpractical accounting with 2 years’ credit for
college graduate and 1 year’s credit for evening or
extension school graduate of accounting course

years of public accounting

2 years

A

A
A

1

A

B

3

A
x

3

B

3

A

A

x

x

1

X

A

years with CPA

of public accounting, except
revenueagents and
state examiners
year with CPA or 2 years on own account or 3years
general accounting, auditing and preparation of finan
cial statements provided bachelor’s degree is held, other
wise an additional 2 years of practical experience to
that above mentioned must be obtained prior to ex
amination

3years

B

2

x

X

B

B

A

x

x

x

x

R

R

L

L

R
R

R
R
L

R

R

L

R

L

R

L

L

R

L
L

R

R

L

Public accounting experience required before certificate will
be granted in cases where experience prior to examination
_ ____________ has not been sufficient but candidate has passed
No
Yes_______________________ Particulars
Authority
x
A
R
x
A
L
x
A
L
x 2 years with CPA and 1 year public accounting
1 year with CPA and 1 ½ years public accounting
4 years public accounting (none with CPA)
Experience in private or government work, the sufficiency
to be determined byboard
L

Rules and Regulations of State Board
A — Must have required experience or equivalent prior to examination
B — Must have required public accounting experience prior to examination

Public accounting experience required prior to
examination as a prerequisite
Minimum Experience Required
x 3 years as revenue agent acceptable
x Bachelor’s degree or equivalent acceptable
x 3 years of practical accounting acceptable
x None

________
YesNo

Kansas
Kentucky
Louisiana

Indiana
Iowa

Illinois

Idaho

Connecticut
Delaware
District of Columbia
Florida
Georgia

Colorado

Alabama
Arizona
Arkansas
California

Territory
etc.

R

SUMMARY OF EXPERIENCE REQUIREMENTS OF CANDIDATES FOR CPA EXAMINATIONS
AS CONDUCTED BY THE FORTY-EIGHT STATES, DISTRICT OF COLUMBIA ETC
AS DIGESTED FROM THE ACCOUNTANCY LAW SERVICE PUBLISHED BY COMMERCE CLEARING HOUSE

L — State Law

A PPEN D IX II
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Wisconsin
Wyoming
Alaska
Hawaii
Puerto Rico

West Virginia

½

x

x

x

x

x

Virginia

Washington

x

x

Texas
Utah
Vermont

3

3

years revenue agent, Treasury Deartment

years public accounting and technical education
years accounting experience
x 5 years experience in the practice of accountancy
3 years public accounting
x 2 years practice as accountant

x

x

x

x

x

Rhode Island

South Carolina
South Dakota
Tennessee

x
x

Pennsylvania

x

x

Oklahoma

Oregon

x

x

x

2

satisfactory to Board
years with CPA and graduate of college or school of
accountancy
3 years of practical accounting the equivalent of public
accounting
3 years accounting experience, 2 years with CPA or
equivalent determined by board
2 years field auditor for federal government
Completed 2-year course at recognized school of accounting
3 years of practical accounting the equivalent of
public practice
No practical experience required for graduate of School of
Business Administration of U. of Oklahoma or other
schools of equivalent standing having majored in
accounting
1 year public accounting and technical education
1 year public accounting and 4 years in auditing or invest
igating Department of State or Federal Government
3 years of public accounting at least one half year prior to
examination
None
1 year of accounting experience
Practical experience satisfactory to board or graduate of
school of accountancy acceptable to board
1 year public accounting and technical education
3 years bookkeeping and business experience
2 years of accounting experience equivalent to public
accounting
Graduate of accounting course of university or college or
accounting school acceptable to board
None

of public accounting or similar experience,

x

4 years

No

x

x

x

Yes

x

x

x

x

X

x
x

x

x

x
x

x

x

of

public accounting

public accounting
of accounting experience orbackground within 5
years after passing examination
3 years of public accounting experience, except revenue
agent with 3 years experience asagent
B

years of

B
A
B
A

3 years

2

A

A
A

A

years of
public accounting
2 yearswith CPA or 3 years publicaccounting
A
3

B

2 years

A

x

x

A

x
x

A

A
A

A
A
A

x

No

Public accounting experience required before certificate will
be granted in cases where experience prior to examination
has not been sufficient but candidate has passed
Yes
Particulars

R — Rules and Regulations of State Board
A — Must have required ex p
erience or equivalent prior to examination
B — Must have required public accounting experience prior to examination

Public accounting experience required prior to
examination as a prerequisite______________
Minimum Experience Required

North Carolina
North Dakota
Ohio

New York

New Mexico

New Jersey

New Hampshire

Territory
etc.

or

State

L — State Law

R
L
L
L

L

R

L

L

L

L
L
L

R
L
L

R

R

L

R

L

R

R

R

R

L

Authority

Retraining of the Veteran
By Wallace M. Jensen, Michigan
Member, American Institute of Accountants

of retraining the mental authorities, both state and na
veteran varied as between indi tional, were just beginning to plan for
vidual veterans, depending upon on-the-job training and Michigan be
came
their prior education and experience
in one of the first states to set up a
accounting. The refresher course, “Con workable program. By September 1945
temporary Accounting,” published by business organizations in Michigan be
the American Institute of Accountants, gan to apply for approval as training
was a major contribution to the re establishments, and by October many
training of veterans with considerable applications had been approved. Vet
prior experience in accounting. Much eran trainees in approved establish
can also be said about the manner in ments became entitled to subsistence
which those firms with established staff payments, but it was not until early in
training programs revised and intensi 1946 that the Veterans’ Administration
fied such programs to fit the needs of was able to handle the monthly pay
returning veterans. I was asked, how ments in an orderly manner.
In December 1945 Congress, still in a
ever, to devote this paper to that phase
of retraining known as on-the-job train mood of generosity toward veterans, in
ing under the GI Bill. Any discussion creased the subsistence payments from
of this subject must be given with the $50 to $65 per month for a veteran
full realization that such programs have without dependents, and from $75 to
been materially affected by the recent $90 per month for a veteran with de
change in law. The imposition of wage pendents.
ceilings definitely restricts on-the-job
By the early summer of 1946 reports
training in the accounting profession, of abuse of on-the-job training began
as well as in many other occupations. to be heard. General Bradley, Veterans’
Nevertheless, it still has some current Administrator, stated that by the end
application to many employers, and of June 1946 the number of on-the-job
outside of the large cities it may still trainees had increased to about 318,000,
be of considerable importance. In ad all drawing subsistence allowances. He
dition, because of the outcry that has charged that there were abuses that
been raised by veterans against the low needed correction, citing an example of
ceiling, it is quite possible that Congress a high-salaried executive, son of the
may reconsider the matter and raise the president of a company, who was re
wage ceilings to a higher level.
ceiving subsistence while training to be
It was scarcely more than a year ago president. He also charged that some
that we began to think about on-the- employers were taking advantage of the
job training for veterans. The Service subsistence allowance by paying vet
men’s Readjustment Act of 1944 eran trainees less than they paid to non
(known as the GI Bill of Rights), pro veteran trainees. The abuses might
vided for extremely broad educational have been cured, being principally due
benefits ranging up to four years. The to the lack of planning in some states
educational privileges and subsistence for on-the-job training and to inade
benefits were available not only to quate supervision by the Veterans’ Ad
students enrolled in an educational in ministration. Nevertheless, in the clos
stitution, but also to trainees in voca ing days of the last session, Congress
tional on-the-job training in an ap passed, without public hearing or de
proved training establishment. Govern bate, a bill which greatly reduced the
144
he problem

T

Retraining of the Veteran
applicability of on-the-job training to Superintendent of Public Instruction,
the accounting profession. This Act, who is the agency in Michigan author
known as Public Law 679, was intended ized to approve training establishments,
to tighten on-the-job training standards, requested the aid of business and in
but also prohibits the payment of any dustry to determine statewide policy
subsistence allowance to a single vet for on-the-job training. The Michigan
eran whose compensation is $175 per Association of Certified Public Account
month or more, and to a veteran with ants participated in the forming of that
dependents whose compensation is $200 policy. After careful planning, Michi
or more. Such a low ceiling for com gan adopted the policy that (1) the
bined salary and subsistence virtually training program should be reduced to
eliminates on-the-job training except in writing, (2) the occupations to be es
low salaried areas and low salaried oc tablished as job objectives could be
unlimited so long as reasonably essen
cupations.
There has been some expression of tial, (3) the number of trainees should
opinion that Congress acted too hastily be consistent with future job oppor
in restricting on-the-job training by tunities and with supervisory personnel
fixing salary ceilings which are lower available in the establishment, and (4)
than those commonly paid in many the employer should provide a definite
bona fide training programs. Of course, program of related on-the-job instruc
subsistence payments are still available tion and supervision. The term “related
to veterans who are enrolled in educa instruction” was not restricted to class
tional institutions, but it is well known room instruction but included the in
that the colleges are overcrowded today struction offered on the job by com
because of these benefits. Furthermore, petent supervisory personnel.
some governmental authorities had ex
As a result of our early participation
plained that one of the purposes of the in the Michigan program, it became
Act was to assist the veteran while he apparent to us that the accounting
made up for the time lost in service. profession was a “natural” vocation for
For example, assume that two young on-the-job training. State accountancy
men were employed as junior account laws required practical experience in
ants, both with the CPA certificate as a public accounting as a prerequisite for
goal. Suppose that one is drafted and writing the CPA examination or for
after three or four years in service he receiving the CPA certificate. Further
returns to his job as a junior account more, on-the-job training was not new
ant. Perhaps he has also acquired one to the profession, as a period of prac
or more dependents. He finds that the tical experience has long been recog
other man was not drafted, has ob nized as a prerequisite for which aca
tained his CPA certificate, and has in demic training can never be a complete
creased his earning ability. As origin substitute. The Michigan Association,
ally explained to me, the subsistence therefore, proposed a set of standards
benefits were intended to supplement for on-the-job training for the profes
the earnings of this veteran while he sion in order to establish a record to
made up the training that had been show that employers in the profession
interrupted or delayed.
were clearly entitled to approval and
It is my opinion that a properly to insure consistency in principle in
planned and properly administered on- the programs submitted. Under the
the-job training program can be justi Michigan plan, the employer secured
fied within the spirit of the original approval as a training establishment
provisions of the GI Bill. The authori for a specific number of trainees and
ties in Michigan endeavored to set up then proceeded to qualify his present
such a program. Early in 1945, the or future employees under the plan.
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respondence courses were required only
in individual cases.
The prevailing wages for the type of
work to be performed by the trainee
were required to be stated. Beginning
rates were indicated in terms of a
range, recognizing the variance in the
ability and background of new employ
ees. The minimum wage payable to the
trainee at the completion of the train
ing period was necessary, because it
served as a measure for the amount
of subsistence that the veteran trainee
would receive. In Michigan the goal
wage was stated in terms of the mini
mum salary paid to an employee who
had just attained his CPA certificate.
The wage objective stated in the plans
approved in Michigan in the account
ing profession were for the most part in
the range from $300 to $375 per month.
To illustrate the importance of the goal
figure, if a veteran, with dependents,
was training for a position which pays
$300 per month, he would receive the
maximum subsistence of $90 per month
only during the time that his compen
sation was $210 per month or less.
When, during the training period, his
compensation was increased to $225,
his subsistence was reduced to $75, since
the subsistence could never exceed the
difference between the wage rate earned
by him and the wage objective.
While it is evident that the higher
the stated goal wage the longer the
trainee would receive his maximum
subsistence, it must be remembered that
the employer was faced with the neces
sity of paying the stated minimum wage
when the employee obtained his CPA
certificate. The wage specified, there
fore, had to be established in line with
the actual prevailing rates in the estab
lishment. It is also clear that some
trainees progress more rapidly than
others and might attain the minimum
goal wage before they secured their
certificate. In such cases, the subsistence
would end even though the training
program had not been fully completed.
A special committee of the Michigan
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Believing that it was sound to rely on
the Michigan accountancy law requir
ing practical experience, the training
goal or objective established in the
Michigan standards was the attainment
of the necessary skill and knowledge to
obtain the CPA certificate, thereby per
mitting a training period up to four
years, Some other states established
standards in which the objective was
stated as junior, semi-senior, or senior
accountant, but we believed that it was
impractical to establish those objectives
because there is no clear line of dem
arcation between the ranks. For in
stance, if the objective was stated as
senior accountant, the term would not
mean the same to all employers and
to all employees, leaving room for mis
understanding. On the other hand, if
the objective is stated as the attainment
of the CPA certificate, or even as eligi
bility to write the CPA examination,
the training period is then terminated
by an identifiable event.
In the written training program, the
type of work to be done and the
amount of time to be devoted to each
job process was described in broad and
general terms, consisting of a brief
outline of the work to be done in the
establishment by the trainee from the
time of employment as a junior ac
countant until he obtained the CPA
certificate. This recognized the reality
that the trainee would receive a broad
general training but that no specific
number of hours could be allocated to
any single job process. The require
ment of related instruction was met by
the written assurance of the employer
that continuous on-the-job instruction
and counsel would be given to the
trainee by the employer or by certi
fied public accountants on his staff.
The employer was also required to give
assurance that the trainee would be
assigned work of increasing difficulty
and responsibility so that he could
progress as rapidly as his capacity to
learn would permit. Related classroom
training through institutional or cor
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Association assisted the state authori
ties by reviewing all applications from
employers in the profession and recom
mending whether or not approval was
merited. While no applications were
rejected, that was true only because the
committee devoted considerable time
and effort in working with the employ
ers to perfect their written programs.
In order to assist the smaller employer,
a sample program was developed. After
approval by the state, the employer
then qualified his employees as train
ees by filing the necessary forms with
the Veterans’ Administration and sub
sistence payments thereupon began.
Under the GI Bill, the training es
tablishment had to be approved by the
appropriate state agency, but the Vet
erans’ Administration disbursed the
subsistence payments and accordingly
it was believed that it could withhold
payment if the training program was
not conducted satisfactorily. The Vet
erans’ Administration was not suffi
ciently organized to handle the large
number of programs in the early stages
of on-the-job training, and it relied on
the veteran for self-enforcement. Judg
ing from General Bradley’s remarks,
however, that was not sufficient to in
sure proper enforcement. I am confi
dent, however, that none of the abuses,
charged by General Bradley, occurred
in our profession in Michigan.
By September 1946, 95 employers
representing 105 offices in 21 cities in
Michigan had been approved as train
ing establishments covering approxi
mately 300 trainees in the accounting
profession. Statistics on the number of
establishments and trainees in the pro
fession in other states are not available,
but it is believed that in the aggregate
they would constitute a very small pro
portion of the total of 318,000 men
tioned by General Bradley.
The new Act, signed by the Presi
dent on August 8, 1946, amended the
GI Bill in several respects. The most
important amendment has been men
tioned, namely, the provision that the

subsistence allowances, plus the com
pensation received, shall not exceed
$175 per month for a single veteran,
or $200 per month for a veteran with
dependents. This provision alone is
sufficient to eliminate most of the onthe-job training programs in the ac
counting profession.
The amendment also requires that
the training establishment submit a
written program covering six specific
points. These points had already been
included in the Michigan programs ex
cept that the new provisions apparently
require a more detailed listing of the
job operations and the approximate
length of time to be spent on each.
Although the type of work to be per
formed by a trainee in the profession
can be outlined in detail, it is impos
sible to state in chronological order the
job operations to be performed since
each engagement may involve some but
not all of the specified tasks. This pro
vision must be interpreted liberally for
the accounting profession to qualify.
Another requirement is that the wage
payable be stated for each successive
step in the program rather than merely
at the beginning and at the completion
of the training. This had not previously
been required in the Michigan pro
grams but was required by some other
states.
The amendment also sets up twelve
criteria which must be met before an
application may be approved. These
criteria fit the Michigan plan with the
single exception that the new law pro
vides that the job must customarily
require a training period of not less
than three months and not more than
two years of full-time training. Most
states require more than two years ex
perience as a prerequisite for the GPA
certificate; therefore, this provision
alone would eliminate the job objec
tive of attainment of the necessary skill
and knowledge to obtain the certificate.
It would force those employers in the
profession who might still qualify
under the salary ceilings to adopt a
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different job objective for each trainee,
such as junior, semi-senior, or senior
accountant. As stated earlier, the line
of demarcation between these ranks is
not clear and it would not be easy for
the employer to establish whether or
not the trainee had attained the ob
jective if specified in such terms.
It is my belief that the accounting
profession has benefited from its ex
perience with on-the-job training. The
benefits might be summarized as, first,
the participation by the profession in a
national program of assisting the vet
eran to readjust himself in civilian
life, which program was abruptly cur
tailed by Congress. Second, it was a
means of securing employees of the
highest caliber who, because of family
financial needs, would have drifted into
other occupations promising greater im
mediate compensation. Finally, the ob
ligation of the employer to provide
adequate training and related instruc
tion to the trainee veteran resulted in
intensified training for the entire staff
and the improvement of the whole or
ganization.
That alone made on-the-job training
for veterans well worth while.
The new Act came as a bombshell
to all employers and veterans partici
pating in on-the-job training. The Vet
erans’ Administration did not issue new
regulations until the middle of Sep
tember, and state authorities are now
revising their procedures to meet the
new requirements. The Veterans’ Ad
ministration also announced that it
would take, several months before it
could determine which trainees would
be eliminated from the subsistence
benefits because of salary ceilings and
that in the meantime subsistence for
August, September, and October would
be paid on the old basis. Apparently,
excessive payments to the trainees after

August 8, 1946, will be refundable to
the United States. The employer who
had qualified as a training establish
ment and who had conscientiously met
all of the requirements, and in particu
lar the requirement of paying the pre
vailing wage to the employee, now
finds that some of his employees face
financial hardship, having based their
personal obligations on the expectation
that subsistence benefits would be re
ceived for some period of time. The
employer may now have a moral obli
gation to make upward wage adjust
ments not yet justified by the experi
ence of the trainee, but necessary if that
trainee is to be retained. Even though
the employer may be able to prove that
he has been paying the prevailing rate,
it is possible that any upward adjust
ment would be considered by govern
mental authorities as an indication that
the employer had been taking advant
age of on-the-job training by paying less
than the prevailing rate. In view of the
high caliber of veterans who qualified
as trainees in the accounting profession,
the employer will no doubt be able to
work out this problem without any un
warranted criticism.
In conclusion, I believe that on-thejob training had many advantages from
the standpoint of the accounting pro
fession and that it attracted men of the
highest caliber to the profession. It is
possible that Congress may increase the
wage ceilings to a higher level at its
next session, which might again make
on-the-job training generally applicable
to the accounting profession. In any
event, those organizations that put a
training program into writing and pro
vided a definite plan of related instruc
tion will have received a benefit which
will continue to show in intensified
training for the entire staff for some
time to come.
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VII. Addresses
The Certified Public Accountant on the
Threshold of His Second Half Century
By Prior Sinclair, New York
President, New York State Society of Certified Public Accountants

The members of the accounting
profession are gathered here
from all states in the Union,
from the territories, and from other
lands in this the fiftieth year since the
passage in New York State of the first
certified public accountant law.
It is fitting at this occasion that we
pause in the consideration of presentday problems, review the history of our
profession and endeavor to glean from
our study of the past, the knowledge
that will best guide us in the future.
It is but a few years ago—in 1937—
that the American Institute of Ac
countants celebrated in New York City
its fiftieth birthday, for the organization
of that national body first known as the
American Association of Public Ac
countants preceded by nine years the
passage of the first CPA law.
However, it would be an error to
think of the profession in this country
as of but 50 or 59 years of age. The
early publication of the news of our
profession makes many references to in
formal meetings and round table gath
erings of public accountants which took
place in the years preceding the organi
zation in 1882 of “The Institute of
Accounts’’ the first national society of
public accountants. It was by these
group meetings that the need was rec
ognized for a formally established
national organization.
It is interesting, and indicative of the
pride in being recognized as a public
accountant which also then existed, to
note that in 1908, in this same city, at
a convention of the American Associa
tion of Public Accountants, James G.
Cannon, an outstanding banker of his

day, remarked in the course of his ad
dress that he had on his library wall a
framed certificate showing his member
ship in the “Institute of Accounts of
New York City.”
I have said that the existence of the
profession long preceded the formation
of its national societies or the passage
of CPA legislation. To my mind this
is shown by an item appearing in The
Journal of Accountancy for October,
1913, reading as follows:
“It is customary to consider the pro
fession of the public accountant as one
of very recent date, but apparently
there have been public accountants in
this country from the late eighteenth
century onward.
“Evidence of this is offered by an ad
vertisement which appeared in the
New Jersey Journal of Wednesday,
July 8, 1795, printed and published
by Shepard Kollock at Elizabethtown,
N.J.
“The advertisement reads:

“NOTICE
“A conveyancing office and office
of intelligence will be opened by
the subscriber on Monday next, in
the brick house of William Shute,
esq., formerly occupied by Cort
land Van Arsdalen; where writ
ings of every kind will be done on
moderate terms; also, farmers’ and
tradesmen’s books posted with ac
curacy and dispatch, and those who
do not understand the method of
keeping their books will be shown
the form.
(Signed) “Benjamin Thomson”

It seems to me that Benjamin Thom
son presented his qualifications in
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moderate but well chosen words and
although the publication of his an
nouncement long preceded the adop
tion of our code of ethics, it neverthe
less does it no violence.
As a further indication of the early
existence in this country of the profes
sional accountant, the New York City
directory of the year 1801—one hun
dred and forty-five years ago—lists the
name of William Connolly, accountant.
William Connolly was the great
grandfather of one of the present-day
leaders of our profession, a man who
commands our esteem—my beloved as
sociate—William M. Lybrand.
Our profession owes much to the
skill and talent, the broad understand
ing, the courage and the vigorous in
tegrity of those early leaders of the
profession who established the stand
ards of professional conduct which have
guided us so well throughout the years
and which have contributed so greatly
to the advancement of the profession.
Theirs was a difficult task; account
ing literature in that day was limited in
quantity, but, fortunately, of high qual
ity. In the absence of authoratative in
terpretations and recognized conven
tions the public accountants, however,
had the boldness to follow their reason.
They sought to be not only right but
aggressively right, and the subsequent
history of the profession establishes the
wisdom of setting such a course.
Let us briefly review the history of
the profession in New York State, for
the history and growth of the profession
in that state parallels that of the nation.
It was on April 17, 1896, that Gover
nor Levi P. Morton, of the State of
New York, approved the bill passed by
the state legislature which created the
title “Certified Public Accountant” and
defined who should be entitled to be so
designated. The first examination un
der the new law was held in December
1896. Seventy-five CPA certificates were
awarded in that year. It was from
this group of certified public ac
countants that the material came for

the formation of the New York State
Society of Certified Public Accountants,
which was incorporated on January 28,
1897, and which started on its memor
able history with 18 charter members.
The Society was organized on March
30, 1897, at a meeting at the WaldorfAstoria Hotel, and the first annual
meeting of the newly formed society
was held on May 10, 1897. At that
meeting the secretary reported a total
membership of twenty-four, of whom
fifteen were in attendance. That the
Society was on a sound financial basis
with disbursements well within the
limit of its revenue was evidenced by
the statement of the treasurer reporting
receipts of $171.25 and disbursements
of $26.00.
The Society promptly entered upon
a career of activity; nine meetings were
held during the year 1897. It may be
that clients’ demands were not onerous,
as I find that in October 1897 a com
mittee was appointed for the develop
ment of a plan of exercise and enter
tainment for the coming winter.
The Society was early aware of the
need for scholastic training in account
ancy subjects—training that would
bring education in technical subjects to
those who desired to undertake the ex
amination for the certified public ac
countant’s degree. It was through the
direct efforts of the Society that the
New York University School of Com
merce, Accounts and Finance was or
ganized and started operation on Oc
tober 1, 1900.
It is a source of pride that, of the
fifteen members of the faculty of that
school, six were members of the New
York State Society of Certified Public
Accountants, one of whom, Charles
Waldo Haskins, was appointed dean
and who, while already serving the
Society as president, nevertheless un
dertook this additional responsibility.
Thus was formed the first school in
this country for instruction in account
ancy, soon to be followed by others. In
comparison, at the present time there
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are listed in the regulations by the
Commissioner of Education of the State
of New York ninety-four institutions
throughout the country having a course
of study of a satisfactory standard to
meet the present requirements of the
certified public accountancy law of
New York State.
Thus a few farsighted men in those
early days started the schools and
universities of this country on the path
way of accountancy instruction and in
the following years as the demands of
the public for the services of public ac
countants grew, trained men, skillful
and in ever-increasing numbers were
available to meet that demand.
It would be most propitious if time
on this occasion permitted a reference
to each of the many members who in
those days devoted themselves unstint
ingly to the affairs of our societies and
by so doing contributed so greatly to
the advancement of our profession. It
would be amiss entirely to omit such
references, as societies consist of mem
bers; the character and quality of the
group does but reflect those of the in
dividuals. Our Society quickly dem
onstrated its quality; its members had
quality.
Mention has been made of Charles
Waldo Haskins who served the New
York State Society as president from
its inception in 1897 until his death in
1903. Serving as officers or directors
in those early years you will find listed
Arthur W. Teele, our first secretary,
Farquhar J. MacRae, a charter mem
ber serving first as a director and later
as president. Farquhar J. MacRae is
the only living charter member of the
New York State Society, and during
the past year the New York State So
ciety of Certified Public Accountants
presented him with a special charter
member certificate commemorative of
fifty years of loyal membership in the
New York State Society of Certified
Public Accountants.
Among others prominent in the New
York State Society’s affairs in those

years were F. W. Lafrentz, John R.
Loomis, Elijah W. Sells, John B.
Niven, Samuel D. Patterson, who later
served as secretary for many years,
Edward L. Suffern, Charles E. Sprague,
under whom I studied, and W. Sanders
Davies, later the first president of the
American Institute of Accountants.
The limitation of time does not permit
the mention of others also worthy of
your admiration.
Those were busy years; matters un
der consideration were of extreme im
portance; the decisions made set the
pattern for the future. During the first
ten years of the Society’s existence
there were five attempts by others to
secure legislation amending the New
York CPA law. The Society was dili
gent, and succeeded in resisting the
attempts to lower the standards of
eligibility. In subsequent years, changes
in legislation have provided for the
changes in public need.
In those same years, practitioners in
other parts of the country were also
active, forming in groups, tackling the
problem of appropriate state legisla
tion, and striving to perfect the na
tional organization, the American Asso
ciation of Public Accountants, which
in 1887 the public accountants of Penn
sylvania were largely instrumental in
bringing into being.
Pennsylvania was the second state in
the union to benefit by CPA legisla
tion. Pennsylvania was fortunate in
having such sterling leaders as John
W. Francis, John Heins, Charles N.
Vollum, Joseph E. Sterrett, William M.
Lybrand, T. Edward Ross, and his
brother Adam A. Ross, the then and
now youthful Robert H. Montgomery,
and George Wilkinson of Illinois, then
a non-resident member of the Pennsyl
vania Institute of Certified Public Ac
countants.
In the efforts to bring about a na
tional organization and to build a firm
foundation for our profession we were
fortunate in also having the warm, en
thusiastic and able assistance of our
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brethren from overseas. The wise Accountants,” is still authoritative.
The establishment by the American
counsel of Edwin Guthrie helped
greatly in the early task of organiza Institute of Accountants of research
tion. Arthur Lowes Dickinson con committees and the issuance of bul
tributed generously from his fund of letins presenting their viewpoints on
understanding and experience. The aid auditing and accounting matters serve
these men rendered in solving early to keep the entire profession informed
problems of the profession is beyond on vexing questions as they arise. This
work is now ably supported by an
measure.
In the ensuing years professional ac executive of the Institute, the research
tivities moved forward with greater director, and a staff of assistants.
The growth in published material
rapidity. Public recognition grew, and
our responsibilities increased. With the available for the benefit of the member
growing public recognition and the ex ship is impressive. In 1910 the New
pansion of the nation’s commerce and York State Society, in its yearbook,
finance, practitioners grew in numbers catalogued 126 volumes available in the
Society’s library—today the library of
and experience.
With the advent of federal income the Institute contains 25,000 books and
tax legislation taxpayers looked to pamphlets, many written by its mem
public accountants for assistance. The bers.
In November 1905, 41 years ago, the
determination of the amount of taxable
income and the amount of tax thereon first number of The Journal of Ac
requires keen accounting skill and un countancy was published under the
derstanding. So serious is the impact auspices of the American Association
of taxes, that businessmen must know of Public Accountants, the forerunner
before entering into a transaction its of the present American Institute of
possible tax effects. Accountants’ views Accountants. It was under the able
on tax legislation were sought by editorship of Joseph French Johnson,
Treasury advisers, legislative com dean of the New York University
mittees and the administrators of the School of Commerce, Accounts and
law. Income tax laws today are in Finance, and Dr. Edward Sherwood
tricate, ofttimes obscure — our recom Meade, director of the Evening School
mendations have been consistently di of Accounts and Finance, University of
rected toward simplicity. I wonder if Pennsylvania.
taxpayers realize how much worse the
The first number of The Journal
laws would have been if we had not contained articles entitled:
made suggestions for improvement.
“Education and Training of a Cer
A bulletin entitled “Approved
tified Public Accountant”—By J.
Methods for the Preparation of Bal
E. Sterrett, CPA.
ance Sheet Statements,” prepared by a
“Duties and Responsibilities of the
committee of the American Institute of
Public Accountant with regard to
Accountants and released in 1917 by
New Issues of Stocks and Bonds”
the Federal Trade Commission and
—By Arthur Lowes Dickenson,
MA., FCA., CPA.
approved by the Federal Reserve
“Professional Standards”—By Robert
Board, served to inform the public,
H. Montgomery, CPA.
particularly lenders and credit grantors,
“The Scope of the Profession of Acof the character and scope of the public
counting”—By F. A. Cleveland,
accountant’s work. Throughout the
Ph.D.
years revisions were made, and the
latest issue, including revisions to 1936, The articles by their titles evidence the
entitled “Examinations of Financial keen sense of public responsibility that
Statements by Independent Public even at that early date constituted the
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fibre of our professional body. It con
tinues to be our main strength.
The worth of these contributions to
the first number of The Journal stands
today unimpaired by the passage of
time. A periodic rereading of these
articles would serve to strengthen us
for the problems of our times.
The Journal of Accountancy has
been and continues to be outstanding
in the field of periodic accountancy,
literature.
Notable gatherings of the profession
took place throughout the years, events
each worthy of complete description.
The International Congress of Ac
countants was held in St. Louis in 1904.
Many friendships grew out of that
meeting. It was the first meeting of our
young profession which had the added
flavor of distinguished representation
from other countries. The memory of it
still warms the hearts of those fortunate
in having attended. Annual conven
tions were regularly held, but war came
and interrupted the international gath
erings. The next meeting of interna
tional character was held in Amster
dam, Holland, in 1926. This, I believe,
was the first meeting abroad attended
by delegates from this country. The
friendly feelings engendered by these
international conferences resulted in
more frequent similar gatherings, and
the meeting at Amsterdam was quickly
followed by a meeting in New York in
1929 and in London in 1933. The
fiftieth anniversary meeting of the
American Institute of Accountants was
held in New York in 1937, and, while
not international in title, it was decid
edly international in character and at
tendance. Again war intervened. We
are happy to see here today our pro
fessional brethren from other lands
and hope the day will soon arrive
when we can again gather together
from all parts of the world, benefit
by the exchange of ideas and enjoy
the companionship of our fellow prac
titioners the world over.
These conventions or gatherings have
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been of inestimable benefit to the pro
fession. Not only have they brought to
us the finest accounting thinking as ex
emplified in the technical papers pre
sented at these meetings and later
printed and preserved as part of our
accounting literature, but, of perhaps
equal importance, they have led to the
forming of friendship of lasting char
acter and have opened our eyes to the
fact that fellow practitioners here and
abroad are really delightful fellows and
have in them those qualities we most
respect and admire.
An important contribution to the de
velopment of these friendships and un
derstandings took place when the
thoughtfulness and generosity of Elijah
W. Sells made possible the founding of
the “Accountants Club.” Let us hope
for the return of conditions which will
permit of re-establishing that friendly
gathering place.
These friendships have been not only
a source of satisfaction and enjoyment
but have served us well in the past and
should be preserved as they will also
serve in the future. It was our faith
in the sincerity and honesty of members
of both organizations that made pos
sible in 1936 the merger of the two na
tional organizations into the one in
which we enjoy fellowship today. The
work of Durand W. Springer in gather
ing together certified public account
ants from throughout the country into
the American Society of Certified Pub
lic Accountants served the profession
well, and his appreciation of the desir
ability of one national organization
helped tremendously in accomplishing
that objective.
My remarks have been sketchy and
fragmentary. They do not constitute
a history—even in skeleton form. But
we have a history, a history of which
to be proud; it should be brought to
gether and preserved—it is well worth
preserving. Its study would inspire
and enlighten us and those who follow.
In this connection I bring to your at
tention a report by the committee on
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history, in May of this year, to the
council of the American Institute, con
taining the following recommendation:

bration of the American Institute of
Accountants, held in New York in
October 1987. I quote:

“Your committee is of the opinion
that as soon as feasible it would be
advisable for the Institute to employ
some one to supervise the compilation
of the historical material now on hand
and which may become available later.
The cooperation of the American Ac
counting Association, no doubt, could
be secured in furthering this work. It
might be possible also, for students in
some of the colleges and universities to
do research work with the encourage
ment and assistance of accountants, es
pecially in states in which little has
been accomplished heretofore in the
assembling of historical data.”

“We shall retain bur strength just as
long as we retain our independenceno longer.
“If anyone outside of the professiongovernmental or private, client or
friend—is stronger than we are and is
able to tell us what to do, is able to
influence a statement or a report
against our best judgment, from that
moment the profession will deteriorate.
It is not so today.”
and we can add with today’s dating,
It is not so today.
As long as, by our character and by
the application of skill and talent to
the tasks entrusted to us, we demon
strate that the profession rightly serves
the public interest, our reputation will
remain secure.
Today the New York State Society
stands 5,100 strong—in complete har
mony with our fellow accountants—
ready and willing to contribute to the
full of our capacity in collaboration
with the American Institute of Ac
countants and its 11,000 members, in
the furtherance of the nationwide in
terests of the profession.
In conclusion—let me direct your at
tention to a pamphlet published in
1942 entitled “Pioneers of Organized
Public Accountancy in Pennsylvania.”
It was written by one of the founders
of the Pennsylvania Association of Pub
lic Accountants, later organized into
the Pennsylvania Institute of Certified
Public Accountants. There appears on
the title page of that pamphlet a quota
tion taken from an inscription on the
Archives Building in Washington,
D. C., which states:

It is my belief that we all heartily en
dorse that recommendation.
Over the years no great changes have
occurred in fundamental accounting
and auditing concepts; great progress
has been made in the technique of their
application and presentation. It was, is,
and will be the purpose of certified
public accountants to speak the truth,
and we must resist to the fullest any
attempt from whatever source which
seeks to curb our right so to speak.
The Securities and Exchange Com
mission and other governmental bodies
entrusted with the administration of
regulatory laws likewise but seek the
truth. Ofttimes truth is elusive. Honest
differences arise as to what constitutes
truth. We may differ as to the form
or manner of its presentation. We may
differ as to the adequacy of its presen
tation. But let us concentrate on the
solution of those problems and not
hinder our progress by devoting our
efforts to the undue refinement of un
essentials.
In seeking in the past guidance for
the future I can do no better than to
quote to you from an address by the
president of the Institute at the annual
meeting and fiftieth anniversary cele

“The heritage of the past is the seed
that brings forth the harvest of the
future.”

We have a precious heritage. Let us
nurture it carefully.
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Remarks by Robert H. Montgomery
Past President, American Institute of Accountants

THE important milestone Association and the New York State
most
in the whole history of account Society, and our membership today,
ancy was the passage of the first remind me of a well known song—
CPA law. We are gathered .today to do
“Give me some men who are stout
honor and extend congratulations to the
hearted men who will fight for
state which in 1896 passed the first CPA
for the right they adore,
law and to the society which directed its
Start me with ten who are stout
destiny. Almost anything might have
hearted men and I’ll soon give
happened. What happened was goodyou ten thousand more.”
very good.
(Last month the Institute passed the
I have been chosen for this job be 10,000 mark.)
cause of my connection with the 1896
It is more than a duty, it is an honor
period. In 1889 I entered the office of and a pleasure, to extend congratula
a public accountant in Philadelphia, tions to the New York State Society on
who at that time was president of the this its golden anniversary, and to pray
American Association of Public Ac that each succeeding year will add to its
countants, the lineal ancestor of the long and distinguished life.
American Institute of Accountants. At
In witness whereof, I have the honor
that time we did not hold with type to present to you [Prior Sinclair] as
writers and carbon copies. One of my president of the New York State Society
jobs was to press-copy the letters my of Certified Public Accountants this
boss, the president, wrote to the mem scroll which reads as follows:
bers of the American Association. For
“The Officers and Members of the
tunately for me they were only a hand
American
Institute of Accountants ex
ful. When I made poor copies and the
tend cordial greetings and all good
letters had to be rewritten by hand, I
wishes to the New York State Society
got hell. What has happened from 1896
of Certified Public Accountants upon
to 1946 can be found in print to which
this auspicious occasion celebrating the
I refer you.
Fiftieth Anniversary of the passage by
We have viewed with pride and af the legislature of the State of New
fection this stripling New York Society, York in 1896 of the first statute en
its strength and progress. Particularly acted in the United States establishing
have we felt grateful for its high aims the professional status of the
and actual accomplishments in stand
Certified Public Accountant
ards of education, integrity, and inde
pendence. It is not too much to say that, and congratulate and commend the
like Maine, as the New York State Society, its officers past and present,
Society went so went we—all of us. Any and its members upon the completion
lessening of its high standards would of half a century of distinguished and
have lessened the standards of the other unremitting service to the public and
states and societies as they passed CPA to our profession in fostering and main
laws and organized their societies.
taining the highest standards of tech
The members of this lusty young nical competence and ethical conduct
society have been on the honor roll of in the practice of the profession of
the American Institute and its pre public accountancy and in recognizing
decessors during the entire 50 years. and fulfilling our responsibilities to our
The few who started the old American government and to our economy.”
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By Sir Harold G. Howitt, London, England
Immediate Past President, Institute of Chartered Accountants in England and Wales

of the honor country. Without your help in our
of being invited to take part in hours of need, I, for one, should not
these proceedings. I bring with be standing here.
me greetings to the American Institute In the first World War, I was closely
of Accountants from my president and associated with your troops, and was
council, and their congratulations to detailed to initiate their advance parties
the New York State Society on the in the front line into the duties that
fiftieth anniversary which you are cele lay ahead of them. I saw at first hand
the perils through which we jointly
brating.
It was originally suggested that I passed. In the second World War,
should attempt to apply a British I saw these perils, perhaps even more
viewpoint to your Securities and Ex acutely, from a different angle, namely,
change Commission regulations. Al as a member of the British Air Council
though I will try in the time at my for over six years. My wife, who is
disposal to tell you something of our making this visit with me, and I have
own recent developments along those both been privileged on many occasions
lines, I would like to approach the to meet your troops—she in your ser
issues involved by considering them vice as a Red Cross nurse, and I in
as a part of the wider assistance which visits to your airfields and other units
our profession in all parts of the world in Europe, Africa, and India.
—and particularly in our two countries
With that background it hurts me,
—can give to the amicable settlement as I am sure it hurts many here today,
that some of us on both sides of the
of common problems.
I make no apology for putting first Atlantic should on occasion, and so
and foremost in my thoughts today soon after such events, appear to lose
the paramount need that your country sight of our mutual respect for each
and mine should endeavor to see each other, and lose also our sense of the real
other’s points of view; that we should values in life. The great need of the
speak the same language not only in world today is for mutual understand
the literal but in the financial sense; ing between peoples and we, in our
and that we, as accountants, should narrower field, should seek to attain
see to it that, as far as lies within the same goal.
our power, the statements which we
It would ill become me as an ac
certify mean the same things. If we countant to belittle the need for ac
can accomplish this we shall, without curate accounting and accountability
embarking upon politics, have made among nations, or between individuals.
a valuable contribution towards estab Even in total war, accounting is in
lishing the basis on which reasonable dispensable to the best use of national
conclusions can be reached.
resources. I cannot, however, deny that
In presuming to talk to you in this there have been many occasions during
way, may I briefly mention such justi the last few years when I have doubted
fication as I can submit, and may I the importance which I have been
preface my remarks by asking you brought up to attach to financial con
to accept from me an assurance of ceptions. During the dark days of war,
the respect, and of the very deep when one was face to face with sterner
gratitude which I, in common with realities and perils, one perhaps as
my fellow countrymen, feel for your sessed the things that really count in
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and wireless, and for the health ser
vices—the last named being our first
example of the nationalization of a
profession, namely, that of doctoring.
It may well be that the transition
has been the easier owing to the war
legacies of controls of various kinds,
to which we have become so accus
tomed. It may even be that the under
lying motive of economic control in
war, namely, the phasing of the avail
able supply of manpower and materials
to the common effort, in the most
effective way—irrespective of monetary
cost—has persisted, and has facilitated
the continuance of these principles in
peace. Whatever the justification, it
is clear that some at least of the schemes
have come to stay, and as accountants
you may be interested in a few re
flections on them.
Nationalization of Industry
The question of compensation to the
It is natural that I should find ap proprietors is, of course, a vital pre
prehension here about the extent to liminary and I am satisfied that an
which nationalization has recently been effort is being made to deal with this
carried, and is contemplated, in Great justly. In the case of the Bank of
Britain by our labor government. It England this problem was settled by
may be that this apprehension in a the issue of government stock carry
country like yours, which is so largely ing the same interest yield as the past
founded on the principles of private average dividends. That basis of cal
ownership and enterprise, has made, culation was criticized in some quar
and is making, the settlement of our ters, in that it does not specifically
postwar problems the more difficult. allow for the existence of free reserves,
It is not my province to defend, or nor for the current earnings which have
to criticize, any political faith, but I enabled them to be built up.
would like to say what I can to allay
In the case of the collieries the
such apprehension.
assessment of fair compensation was
To start with, it is remarkable to left to an arbitration tribunal, con
note the extent to which the mandate sisting of two judges of the High
of last year’s general election in this Court, and an accountant. I was that
regard has been accepted by the British accountant and you will not, there
community as a whole, even by many fore, expect me to say anything con
who are bitterly opposed to state owner cerning our method of valuation, the
ship on principle. We can, I think, amount only of which has been made
claim to have shown ourselves a very public. It is, however, public knowl
law-abiding and democratic nation. edge that in our terms of reference
The Bank of England, the collieries, we were enjoined to have regard to
and civil aviation have already been the maintainable revenue of the col
nationalized, and similar proposals are liery undertakings, and to the proper
in hand for gas and electricity supply, rate of capitalization thereof.
for rail and long-distance road trans
Complications arise, even in the case
port, for iron and steel, for cables of colliery undertakings, over the sepa
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life at truer values than accounting
can attain. How many of us for in
stance, in those days bothered to re
view our investments or troubled to
assess what we were worth?
The nightmare of war has now
passed, and I do not suggest it is a
healthy frame of mind for peace. I
do, however, suggest that occasionally
to recall those days is good for one,
and that such reflection may help us,
even now, to approach our daily prob
lems and difficulties with a truer per
spective.
Having these thoughts in mind, I
propose to group my remarks under
the following headings: nationalization
of industry, coordination of the pro
fession, accounting principles, and ac
countants’ responsibilities.
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ration of those assets which are to be
nationalized from those which are not.
The further nationalization goes into
the realm of fabricated materials the
greater this complication becomes, and
the difficulties ahead in the case of an
industry such as iron and steel have
not yet been seriously tackled.
Where, as in the case of coal mining,
the main item of cost is wages, the
success or failure of nationalization
must depend primarily on the extent
of the cooperation received from the
workers. It may be that, if such co
operation is forthcoming, the economies
in labor costs, and the savings of in
terest charges on government stock,
compared with the previous return
in dividends, etc., to proprietors, will
be substantial. This we cannot at pres
ent tell, and only the future will
show.
Before I leave coal nationalization I
should mention two points which are
of particular interest to the profession.
First, when they were considering
the Coal Bill, Parliament evinced con
siderable interest as to the form of
the accounts which the Coal Board
should be required to publish, and it
is now provided in the Act that:

of a nationalized industry, and it is
provided in the Act that the accounts
of the Board shall be audited by
auditors to be appointed annually by
the minister.
As accountants too, we are interested
in the technique of control of these
quasi-governmental organizations. The
avowed intention of the various Acts
of Parliament setting them up is that,
through the responsible minister, the
government shall keep control of policy
in matters affecting the national in
terest, but shall delegate management
to the various boards, composed as
they are of business and professional
men, including qualified accountants,
and of representatives of labor. Such
a setup, of course, requires the exercise
of a considerable amount of goodwill
by both sides—by the government, in
order not to interfere in management
and not to allow Parliament or the
press to force them to do so, and
by the boards, in order to put up
reasonably with the irritations insepa
rable from this form of joint control.
Here again, whether or not it will
work remains to be seen, and this de
pends largely on the spirit of coopera
tion which is developed.

Coordination of the Profession
For some years we have been en
deavoring in Great Britain to bring
about a measure of coordination among
practicing accountants. It may interest
you to know what has at last been
accomplished.
The six main bodies—namely, the
The second point concerns the audit Institute of Chartered Accountants in
of the Board’s accounts. As many of England and Wales, the three Scottish
you will know, the accounts of our Societies of Chartered Accountants, the
government departments are examined Society of Incorporated Accountants
by the Department of the Controller and Auditors, and the Association of
and Auditor General. He submits a Certified and Corporate Accountants
report thereon, which is before the —have, after protracted negotiation,
Public Accounts Committee of the agreed on a draft Public Accountants
House of Commons when they con Bill, subject to minor suggestions which
sider the departmental accounts. It have been referred to a joint committee
was accepted that this procedure was by the various members’ meetings.
inappropriate as regards the accounts This committee, after considering the
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“The Board shall keep proper ac
counts and other records in relation
thereto and shall prepare in respect
of each financial year of the Board
a statement of accounts in such form
as the minister may direct, being a
form which shall conform with the
best commercial standards.”
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suggestions, is empowered to present ister of other bodies which, after in
the Bill to the Board of Trade, and quiry, they may deem suitable to be
to ask that it shall be adopted as a “recognized.” The members of these
government measure. We hope that bodies will then, subject to certain
it will be so adopted, though pressure conditions specified in the Bill, be en
on parliamentary time may cause some titled to apply for licenses to practice,
delay.
and the bodies themselves whilst so
In summary, the Bill proposes the recognized will come under the general
setting up of two public accountants supervision, as above, of the Public
councils—one for England and Wales, Accountants Councils.
Thus we are, I hope, on the point
and one for Scotland. These councils,
which will include non-accountant of securing a measure of control in
members nominated by the govern the public interest which is long over
ment, will have the right in their areas due. At the same time we shall further
to issue licenses to practice, and no enhance our status among the pro
one will be allowed to call himself fessions.
One important result of these pro
a public accountant or to carry on
public accountancy work (both of posals is to facilitate reciprocal ar
which terms are carefully defined in rangements with other parts of the
the Bill) unless he obtains such a Empire and with foreign countries. In
license. The granting of licenses will your own case, for instance, the Ameri
be automatic to persons in practice can Institute of Accountants would be
at the opening date if they are members able, if it wished, to apply to be regis
of one of the six bodies or if they tered in Great Britain as a “recognized
comply with certain prescribed condi body.” In that event any of its mem
tions as to their previous experience. bers who had had the required period
The granting of licenses to others who of experience in a public accountant’s
were not then in practice will be sub office, and who wished to set up a place
ject, in certain cases, to more stringent, of business in Great Britain, would be
though reasonable, requirements as to able to obtain a license for that pur
pose, and to call himself a public ac
previous experience.
The six bodies will retain their sepa countant there.
This, to my mind—and I am only
rate entities and systems of control.
Their members will continue to call speaking personally—is but the begin
themselves chartered accountants, in ning of coordination. Is it too much
corporated accountants, or certified ac to hope that, throughout the Englishcountants, as the case may be, and speaking world at least, accountants
those who have obtained a license to should keep together and insure that
practice will in addition, if they so their handiwork is, so far as may be,
wish, be entitled to call themselves compiled on a uniform basis? I should
public accountants. The Public Ac be happy indeed if a conference and
countants Council will exercise general anniversary such as this tended to that
supervision over the system of control result, and I see no reason why some
of the six bodies, in particular over specific machinery to that end, whether
the standard of their examinations, in the form of joint committees or
with right of appeal if need be to the merely by correspondence, should not
Privy Council. The scheme in many be established.
respects is comparable with that which
I have, for instance, been shocked
is already in being for the medical in preparing these few notes, to find
profession.
how little is known in my country—
The Public Accountants Councils ' and how little I knew—of the progress
have also the duty of establishing a reg of accountancy thought over here, of
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your own bulletins, and in particular
of your SEC regulations. I have no
doubt the converse is true of you and,
in the result, I am sure, we are both
the losers. Indeed, I go further and
suggest that coordination of the ac
countancy profession, without embark
ing upon politics, could make a ma
terial contribution to the reasonable
solution of the international problems
of the day.
Accounting Principles

with complicated accounting problems
concerning postwar refunds in respect
of excess profits tax. Several of the
earlier recommendations dealt also with
taxation and with war damage which
would not be of interest to you, but
others dealt with matters of general
accountancy application such as:
Whether dividends, debenture interest,
and other charges should be shown
before or after deduction of income
tax.
The proper treatment of proposed
profit distributions.
Reserves and provisions.
Subsidiary companies and consolidated
accounts.
Form of balance sheet and profit-andloss account.
Depreciation of fixed assets.
Valuation of inventories.

I think the most useful thing I can
do under this heading is to give you
a general outline of recent accountancy
developments in Great Britain, leaving
you to make your own comparisons. I
obviously cannot attempt to deal fully
with your SEC regulations, though
I say at once they are much more de
tailed than anything to which we have
aspired, or have thought necessary.
Whilst these recommendations were
With us, the form in which accounts being published, the government set
of companies engaged in industry are up an influential committee under Mr.
submitted to shareholders is (subject Justice Cohen to review the whole field
to compliance with the Companies of company law. The testimony sub
Acts) a matter within the discretion mitted to this committee by the council
of directors. The most recent Act was of the Institute of Chartered Account
passed in 1929, and was due for re ants on accountancy matters was natur
vision when the war intervened.
ally in line with the recommendations
Owing largely to this delay and to we were publishing, and it is gratifying
the advent of certain wartime prob that the Cohen Report which was issued
lems, in respect of which it was thought last year has, with very little modifica
a lead should be given, the council of tion, adopted all those which it thought
the Institute of Chartered Accountants could properly be dealt with in an Act
commenced in 1942 to issue a series of Parliament.
of Recommendations on Accounting
It is expected that the government
Principles in the hope that they would will take steps to implement the Re
be helpful to our members in advis port in legislation in the near future.
ing, in appropriate cases, as to what Meanwhile it has stated that the com
was to be regarded as the best prac mittee’s proposals are in general ap
tice. These recommendations have re proved, and that it hopes they will be
ceived the widest publication and have acted upon. In the result, the great
been almost universally welcomed. I bulk of published accounts which are
doubt if there has ever before been now appearing reflect in greater or
an example of professional advice be lesser degree the recommendations of
ing so widely and voluntarily adopted. the Cohen Report and of the Institute.
Up to date, eleven of these Recom There are, however, certain account
mendations have been issued—the last ing recommendations in the Cohen Re
one, only a few weeks ago, dealing port which for obvious reasons are not
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including depreciation and taxation
provisions and transfers to and from
reserves, are to be shown separately,
1. Provisions as to disclosure of re though there is no obligation to dis
muneration, expense allowances, close trading account items, such as
compensation for loss of office, and sales and the cost thereof. It is em
share transactions of directors.
phasized that the account is to be
2. The new form of audit report, drawn up in accordance with accepted
which is slightly different from that accountancy principles consistently
laid down by the 1929 Act.
maintained. This provision implies that
3. The recommendation that no one any changes in the basis of valuation
shall be eligible for appointment as of inventories, or of provisions for de
auditor of a company, unless he is preciation or taxation, shall be dis
a member of a body designated by closed. No rules are, however, laid
the Board of Trade to be qualified down as to the proper methods of
computing such items, and in this re
for the purpose.
spect the Cohen Report which had
The Cohen committee have recog primarily in mind the limitations of
nized throughout that there is a limit legislation in such matters, naturally
beyond which legislation cannot, and did not go nearly so far as the recom
should not, attempt to go in prescrib mendations of the Institute, which
ing the form of accounts or the rules tackled these issues in considerable de
applicable to their compilation. They tail.
are prepared to rely to a large extent
2. The limitations of a balance sheet
on public opinion, on the accountancy as an indication of the net worth of
profession and—particularly in regard an undertaking are recognized. Fixed
to new issues—on such other powerful assets (under appropriate headings)
influences as the Stock Exchange. They are to be shown at their original cost,
rightly regard accounts as a means to or at a valuation if such has been
an end, and not as an end in them adopted for purposes of the accounts.
selves. Nonetheless, they have gone a There is no obligation to write off
goodwill and intangible assets, but
very long way in laying down rules their amount so far as known, and
and principles which should be fol not written off, is to be shown.
lowed, and they include in the pro
3. A clear line is drawn between
posed audit report for the future, a reserves and provisions. As the treat
statement that the accounts are drawn ment of these matters is fundamental
up in accordance with the provisions to good accounting, I have added at
of the new Act. By this means a de the end of this paper, an extract from
fined responsibility is placed upon the the relevant part of the Report for
auditor, and at the same time his hands those of you who may wish to study
it in detail. In summary you will note
are strengthened.
It would be impossible for me to that the recommendations require the
deal with the Cohen proposals in de disclosure of the aggregate, if material,
tail, and the admirable discussion of of any capital reserves and separately
them which appeared in your Journal the aggregate, if material, of other
of Accountancy for January 1946 makes reserves and also of provisions with
a reservation that, in the case of
this unnecessary. I may, however, select provisions, disclosure of the amount is
a few for comment:
not necessary in certain circumstances
1. The profit-and-loss account is rec provided the Board of Trade gives its
ognized as important as, if not more sanction to such non-disclosure. Any
important than, the balance sheet. Its material movement on these accounts
accuracy is brought specifically within in the year is also to be disclosed. It
the responsibility of the directors and may surprise some of you to know
of the auditors. Certain specified items, that as the law now stands in Great
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being adopted pending legislation, and
of these I would mention:
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Accountants' Responsibilities
Britain commercial and industrial un
dertakings are permitted to make inner
Our generation has lived a large
reserves and provisions without disclos portion of its effective life at war, pre
ing the amounts thereof, provided their
presence is indicated. The recommen paring for war, or recovering from
dations of the Cohen committee and war. We are now endeavoring to re
of the Institute involve, therefore, dras cover from the greatest of all wars,
and in that recovery accountants have
tic alteration in this respect.
The proposals do not apply to banks, a great part to play.
In Great Britain an ever growing
discount, and assurance companies.
proportion
of our members is leaving
4. Consolidated accounts of holding
and subsidiary companies are made the ranks of professional accountancy
obligatory, subject to the power of and going into industry and commerce,
exemption from this provision which, where already they hold a remarkable
in a certain limited number of cases, number of the higher appointments.
may be granted by the Board of Trade. This is a valuable development both
Rules are laid down as to their com for industry and for the profession and
pilation, and reasons are to be given will, no doubt, develop further. Mean
if it would be impracticable, or mis while it raises problems as to the
leading, to consolidate the results of status and the degree of representa
any given subsidiary. The consolidated
accounts, and the reasonableness of the tion of the industrial members on the
ground for any omissions as above, are councils of the governing bodies. It
to be reported upon by the auditors. also raises problems in salary rates,
In this recommendation I think the especially in regard to members and
Cohen committee goes even further articled clerks returning from the
than your own procedure, and as the Forces, for professional offices cannot
effect of it is governed largely by the in the early years compete with the
definition adopted for a subsidiary offers that are being made by industry.
company, I have again thought it might
The professional accountant is be
be of interest if I attached to this paper ing subjected to pressure from various
the relevant extract from the Report. angles; from politicians, to take sides
You will note that the definition, in in the issues of the day; from statisti
so far as it relies on share holding, cians, to disclose and to compile the
adopts a fifty per cent interest in the
equity share capital, but beyond this confidential information which passes
it attaches even more importance to through our hands; and from share
holders, to criticize the management
the question of effective control.
of the concerns we audit. By training
5. The issue of shares of no par
value is not recommended, although we are competent to do any of these
the Report recites that the practice things, if properly authorized and in
has for many years been in force in structed, but, as statutory auditors, we
the United States of America. The resist all these pressures, and, like
committee admits there is much logic the cobbler, we stick to our last. By
in the arguments advocating such so doing, in the long run we consider
shares, but state there is little demand we shall best serve the interests of
for them in the United Kingdom. They our clients, of the community, and in
also consider that such shares offer the cidentally of ourselves.
opportunity to the unscrupulous to
I should also mention the extent to
manipulate accounts, which opportun which government departments are
ity would be defeated only by elaborate
coming to seek the help of professional
provisions, the effect of which would be
to re-introduce a capital account and, accountants in their daily routine and
with it, most of those same complica to invite them to sit on various com
tions which the no par value share mittees. Chief among these, we are
closely consulted by the Chancellor
was designed to avoid.
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of the Exchequer on matters concern
ing taxation.
There are many pitfalls in the path
of a profession which is developing
as ours is. There are naturally many
who are critical of the position we are
coming to occupy. The only safeguard
against these risks is that we should
keep efficient in all matters within our
sphere, and not presume to be expert
in matters which are outside it. We
should, however, always aim at mak
ing our work productive in the real
sense of the term, even when it is
of a purely audit nature.
There is great need in these days to
keep one’s feet firmly on the ground,
to avoid losing one’s head and one’s
temper in the controversies of the
day. There is also a great risk that
high and complicated taxation and con
trols may strain commercial morality
to the breaking point.
It is a privilege, as well as a re
sponsibility, to be a member of a pro
fession which has so useful a part to

play in such issues. It is a great age
in which to live.
I fear I have had to deal with a
very big subject in a very sketchy way.
If my council can ever do anything
to keep our two countries more in
touch with each other for our common
good on matters within the sphere of
our professional calling, we are at your
service at any time. However much
we may differ in method, our aims
and our principles are the same in
accountancy as in other spheres.
If ever any of your members, on
some forthcoming visit to Great Brit
ain, should feel able to read us a
paper on the American point of view
on matters of common interest, he
would, I am sure, receive a very warm
welcome.
I cannot end without a further ex
pression of my thanks for your invita
tion to me and to Mr. Bankes, the
secretary of our Institute.

APPENDIX
Extracts from the Report of the Committee on Company Law Amendment
Reserves and Provisions

“(3) There shall also be shown sepa
rately—
(c) The aggregate, if material, of
any capital reserves, defined as
any amounts which, whether or
not they were originally set aside
as provisions to meet any dimi
nution in value of assets, speci
fic liability, contingency or com
mitment known to exist as at the
date of the balance sheet, are
not retained for that purpose
and are not regarded as free for
distribution through the profit
and loss, or income and expendi
ture, account.
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(d) The aggregate, if material, of
other reserves, defined as any
amounts which, having been set
aside out of revenue or other
surpluses, are free in that they
are not retained to meet any
diminution in value of assets,
specific liability, contingency or
commitment known to exist as
at the date of the balance sheet.
(e) The aggregate, if material, of
provisions which, not being pro
visions for the diminution in
value of assets, have been set
aside out of revenue or other
surpluses, and are retained to
meet in cases where the amounts
cannot be determined with sub
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count or any statement or report
annexed thereto.”

stantial accuracy, any specific
liability, contingency or commit
ment known to exist as at the
date of the balance sheet.

Subsidiary Companies

“A company shall, whether it is a
company within the meaning of the
Companies Act or not, be deemed to
be a subsidiary Company of another
company (hereinafter called the hold
ing company) if it is either—

Provided that—
(i) amounts retained as pro
visions, whether for the
foregoing purposes or for
diminution in value of
assets, shall not exceed
such amounts as in the
opinion of the directors
are reasonably required
for the purpose.
(ii) in any case where the
Board of Trade are satis
fied that such disclosure
would be prejudicial to
the company’s interests
and is not required in
the public interest, the
amounts concerned need
not be shown separately
but may be included un
der other headings if ap
propriate words are intro
duced to indicate that
provisions of this charac
ter are included therein.

“ (4) Where during the period covered
by the profit and loss, or income
and expenditure, account any
material amount is added to
capital reserves, other reserves
or provisions, the aggregate of
which is required to be disclosed
in accordance with (3) (c), (d)
or (e) above, or where any
amount, if material, standing to
the credit of any such reserves
or any surplus standing to the
credit of such provisions is used,
the amounts involved, the source
from which they have been pro
vided or the manner in which
they have been used, shall be
stated in the balance sheet un
less the same shall appear on the
face of the profit and loss, or
income and expenditure, ac
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(a) a company in respect of which
the holding company possesses
power to appoint or remove or
procure the appointment or re
moval of a majority of the di
rectors either directly through
the beneficial ownership of the
whole or any part of its share
capital or indirectly through
the beneficial ownership of the
whole or any part of the share
capital of any other company or
companies or through a com
bination of these means includ
ing power liable to suspension
in the event of default in the
payment of dividends to per
sons other than the holding com
pany and its subsidiary com
panies, but not including power
arising by virtue only of the
provisions of a debenture trust
deed or by virtue of shares issued
for the purpose in pursuance of
those provisions; or
(b) a company in respect of which
the holding company possesses
power to appoint or remove or
procure the appointment or re
moval of a majority of the di
rectors or another company by
some other means than as stated
in (a) above and is directly or
indirectly the beneficial owner
of any part of the share capital
of such other company; or
(c) a company in which more than
one-half of the equity share capi
tal is owned beneficially by the
holding company and its sub
sidiary companies.”

The Work of the Corporation Audits
Division of the GAO
By T. Coleman Andrews, Virginia
Director, Corporation Audits Division of the General Accounting Office

of gov following the close of the fiscal year for
ernment corporations had its which the audit is made. . . .
“The report shall set forth the scope
inception in section 5 of Pub
of the audit of each corporation and
lic Law 4 of the Seventy-ninth Congress.
This law was originated as the George shall include a statement (showing
Bill. It was passed February 24, 1945. inter-corporate relations) of assets and
On December 6, 1945, a second law liabilities; capital and surplus or defi
cit; a statement of surplus or deficit
was enacted concerning corporations analysis; a statement of income and ex
which contained somewhat similar pro pense; and such comments and infor
visions as to auditing but also provided mation as may be deemed necessary to
for budgetary and other controls. This keep Congress informed of the opera
was the Government Corporation Con tions and financial condition of the
trol Act. It was officially recorded as several corporations, together with such
Public Law 248 of the Seventy-ninth recommendations with respect thereto
Congress, and is sometimes familiarly as the Comptroller General may deem
referred to as the Whittington Bill, or advisable, including a report of any
impairment of capital noted in the
Byrd-Butler Bill.
For all practical purposes, the audit audit and recommendations for the re
turn of such government capital or the
ing requirements of these two laws are payment of such dividends as, in his
the same. However, the George Bill judgment, should be accomplished . . .
applies to the fiscal years ended June
“The report shall also show specifi
30, 1945 and 1946, and the Government cally every program, expenditure, or
Corporation Control Act applies to other financial transaction or under
fiscal years beginning with that ending taking which, in the opinion of the
Comptroller General, has been carried
June 30, 1947.
Following are the portions of the on or made without authority of
George Bill which are most pertinent law . . .”
to this presentation:
The first fiscal year for which aud
its were to be made was that ended
“The financial transactions of all
June 30, 1945. Reports are addressed
government corporations shall be aud
ited by the General Accounting Office to the Comptroller General and trans
in accordance with the principles and mitted by him to the Congress, one
procedures applicable to commercial copy to each house. That to the House
corporate transactions and under such of Representatives is sent to the Speaker
rules and regulations as may be pre of the House. That to the Senate is
scribed by the Comptroller General of sent to the President of the Senate.
the United States. . . .
Copies go to the President of the
“The audit shall be conducted at United States, the corporations, the
the place or places where the accounts Treasury Department, and the Bureau
of the respective corporations are nor of the Budget.
mally kept. . . .
Each report is printed and a limited
“A report of each such audit for each
number
of copies may be obtained
fiscal year ending on June 30 shall be
from
the
House Document Room.
made by the Comptroller General to
the Congress not later than January 15 Whenever there is public demand for
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men were to be the director, deputy
director, and the assistant directors.
This Act also empowered the Comp
troller General to employ public ac
countants and other technicians on the
professional basis to audit or otherwise
appropriately serve such of the corpo
rations as the Comptroller General
might determine.
As a final organizational step, the
Comptroller General gave the new ac
tivity divisional status in the General
Accounting Office by putting the man
agement of it in a new unit of the
Office known as the Corporation Aud
its Division; and to the director of the
new Division he gave such authority as
the director felt he needed in order to
assure doing what was the equivalent
of a public accounting job in the man
ner that public accountants would do
it. I am happy to be able to tell you
that the Comptroller General has un
deviatingly supported the director in
his exercise of this authority.
We got under way with a token force
in October of last year, and, in spite
of discouragements that many times
caused us to wonder whether the kind
of staff we wanted could ever be as
sembled, we have succeeded in obtain
ing to date a total of 210 men. We need
300, and we believe we will have them
before too long. Our greatest need at
the moment is for men of supervisory
grades. These grades carry starting sal
aries from $7200 to $9000 per annum.
We need about twenty men of this
grade.
The director, the deputy director,
and all of the assistant directors except
two, one of whom is not responsible
for auditing, are certified public ac
countants of long experience in public
practice. Two-thirds of all our staff
from the level of senior up are certified
men of varying lengths of experience.
Four-fifths of the entire staff are vet
erans.
We started off with 101 corporations
to be audited. The combined resources
of these corporations at June 30, 1945,
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as many as 500 additional copies of
any report, the Government Printing
Office will print an additional supply
for sale at from ten cents per copy up,
according to the size of the report.
The General Accounting Office is
reimbursed by each corporation for the
cost of each audit of its affairs. The
cost of each audit is determined by the
Corporation Audits Division in the
same manner that public accounting
firms determine the costs of their en
gagements.
When this activity was created, the
Comptroller General determined that
it was a job for men educated for and
experienced in public accounting; and,
having made this determination, he
turned to the Institute for advice as
to the finding and selection of quali
fied personnel. This was a hard order
to fill in the spring of 1945. The war
was still going on in all theatres, and
the military services and war agencies
and industries had every member of
the profession tied up who otherwise
might have been available.
But this was no ordinary request.
The Comptroller General presented it
as a challenge to the profession, and
the council of the American Institute of
Accountants, to whom it was presented,
was quick to recognize and accept it as
such. The compilation of a list of mem
bers who might be available was started
immediately and was ready for the di
rector-to-be when he arrived shortly
thereafter. No one on this list could be
had immediately, and only a handful
could make shift to join us at all; but
this handful demonstrated the power
of quality over quantity, and with this
group the activity was started.
About the time of the Comptroller
General’s meeting with Institute’s coun
cil, money to carry on the new activity
was provided in the First Deficiency Ap
propriation Act of 1945. This Act also
empowered the Comptroller General
to employ ten men outside the General
Civil Service Classification Act. These

Corporation Audits

were nearly thirty billions of dollars. the administrative officer. Plans are
Directly and indirectly, their activities under way which contemplate the estab
ran the whole gamut of industrial, com lishment of research, economic study,
mercial, and financial affairs, and their and other needed auxiliary activities.
operations spread over most of the
The deputy director has the over-all
world.
responsibility for getting the auditing
All the audits for the year ended
work of the Division done. An assistant
June 30, 1945, have been started. Sev
director is made responsible to the
eral have been completed and the re
deputy director for each audit, includ
ports thereon rendered. Most of those
ing preliminary survey and audit pro
on which reports are still to be ren
gram, the carrying out of the audit in
dered are nearing completion. Some
accordance with the program, and the
audits for the year ended June 30,
writing of the report. A preliminary
1946, also have been begun. We hope
to be ready for the audits for the year survey and the preparation of an audit
ending June 30, 1947, when the time program is a prerequisite to the begin
ning of every audit. Reports are re
to start them arrives.
viewed
by the deputy director and
In the meantime we have undertaken
finally
the
director, before they go to
and either completed or advanced
the
Comptroller
General for his review
nearly to completion, several compli
mentary engagements for departments and approval.
and other non-corporate agencies of the
Our reports have one feature that is
government, including an audit survey unique, if not original. Immediately
of the currency and civil supplies ac following the introductory paragraph
counts of the Army in Europe, the of submission there follows a summary
latter with the very able and highly of the highlights of the auditors’ find
commended services of two prominent ings. This is done in order to conserve
members of the profession, who under the time of members of Congress and
took the engagement at great sacrifice other readers. It apparently has done
and inconvenience to themselves and much to promote general understand
their associates.
ing of what otherwise might be clear
The organization of the Division is only to those who have had consider
very simple and highly flexible. It is able exposure to the sometimes un
headed by the director, and he is as avoidable intricacies of auditors’ re
sisted by the deputy director and eight ports.
assistant directors. The staff is set up
Another feature is the certificate,
about as is usual with large public
accounting offices, consisting of man which, though common in commercial
agers, supervisors, seniors, semi-seniors, practice, perhaps might not have been
and juniors, with perhaps more weight expected in our reports. We do not
in the upper grades and less in the give certificates freely, and the fact that
lower than is usual in public practice, we have omitted certificates in some
since full recognition is given to effec cases—always with a statement of our
tive internal control in laying out audit reasons for the omission, of course—
has had a salutary effect upon the cor
programs and making the audits.
The selection of personnel is done porations involved and prompted oth
at the directorial level, this being the ers to start putting their houses in
responsibility of an assistant director. order.
Our reports also contain statements
This officer also has the responsibility
for all administrative affairs of the of the origin, permitted and actual ac
Division, although he handles such tivities, organization, financing, man
matters through an assistant known as agement, and other aspects of the cor
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porations’ affairs, these being deemed of the managers and supervisors is
essential to keeping Congress “informed judged by their ability to make good
of the operations and financial condi accountants and auditors of their as
tion of the several corporations.” Other sistants. Anybody can fire a poor or
wise the members of Congress would mediocre employee. It takes a super
have little opportunity to find out in visor who is really good to make a good
dependently what the corporations are product out of doubtful material.
We believe that public affairs can
doing.
I have intimated that the standards be managed with the same effectiveness
of qualifications for employment in the as the affairs of private enterprise, and
Division are high. We have purposely while we are not out just to prove
made them so. A pre-requisite of ac this, we believe that strict adherence
ceptance is a bachelor’s degree in ac to the policies I have stated will place
countancy or business administration, and keep the auditing of government
or the equivalent in experience in pub corporations on a plane that will do
lic accounting. This is based upon the high credit to the accounting profession
conviction that we cannot do a profes and the government and warrant the
sional accounting job with clerical help. public’s unqualified confidence.
This account of the beginning of the
As a result, our staff is well equipped
Corporation
Audits Division, and of the
for the job it has to do.
aspirations
of
its organizers, would not
We intend to keep our staff so
equipped, of course. To this end we be complete without some acknowledg
have instituted a program of in-service ments. First of all, I want to acknowl
training, consisting of a course of six edge the helpfulness of the Institute. I
teen lectures, with written problems don’t know what we might have done at
and periodic review and discussion times but for the sentiments of confi
sessions. This course covers the ad dence and encouragement so often and
ministrative organization and manage so generously voiced by so many of the
ment of the government, accounting' Institute’s officers and members. I
and auditing requirements peculiar to doubt that anyone who ever undertook
government corporations, and account anything for the profession ever had
finer or more nearly unanimous sup
ing and auditing generally. It is com
port, and I assure you that never was
pulsory for all juniors and semi-seniors
anyone more grateful. When a fellow is
and voluntary for all other grades;
up against a tough problem, there’s
and it is under the direction of a
nothing like the support of his fellows
staff member of the highest academic for keeping him going. It’s the finest
and practical qualifications. These and only safe stimulant in all of man’s
classes will be supplemented by CPA experience.
review classes and coaching on CPA
Second, I want to acknowledge be
problems.
fore you, who are the accounting pro
To further assure high standards fession of our nation, the heavy debt
of performance, we employ a rating of gratitude I feel to the men of the
system under which each member of Division who have worked with me. No
the staff is rated on a carefully selected man ever had a finer group behind
list of characteristics at the end of each him. I should like to name some of
quarter and each engagement. Under them, but I hesitate for fear I might
this system the strong are commended omit one or more who particularly de
and promoted as fast as possible and the serve mention. However, I will say,
weak are helped, if they can be helped: without calling any names, that my
if they can’t be helped, they are let go. deputy and assistant directors, and our
To a very large extent the proficiency managers and supervisors, deserve high
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praise for whatever we have accomp but by no means unrelated subject.
lished. The last thing these men would Many of you are aware of the intense
want me to do would be to pose them ambition I have long had for our pro
as martyrs to any cause, and I do not fession—of my feeling that we have
mean to do this; but I think that we been slow to develop the degree of in
have to admire the high sense of public fluence upon the formulation of im
duty that moved them to brave the portant public policies of which we
rigors and inconveniences of confused, have been potentially capable—of my
frustrated, and generally fouled-up deep conviction that this influence can
postwar Washington and that you and be attained only by acts of public
I owe them our gratitude for contribut service, not merely by high-sounding
ing mightily to the advancement of the pronouncements, nor by scattered and
interests of their profession and their uncoordinated individual efforts. If the
country. The war is over for most of profession is to have high standing and
you but it is still going on as far as influence in high places, it must recog
they are concerned.
nize that it, as well as its individual
Then I’d like to say a word about members, has a duty to organize, co
the firms who have undertaken en ordinate, and put to work in the public
gagements for us. True enough, they interest the aggregate of the talents and
are being paid for their services, and experience of its membership.
they are getting their usual rates. We
Our way of life is peculiarly one in
did not ask any concessions from them. which all classes must contribute to the
All we asked was that they do as well common good. But there’s a danger
by us as they would by anyone else, ously extensive tendency abroad in the
and I am sure they have done this. But land not merely to neglect our duty as
I know that some of them undertook citizens but to leave it to the other
contracts with us when they might well fellow. The ultimate consequence of
have said they had all they could do this attitude is obvious, I think. If we
and couldn’t take on anything else. persist in it, we are going to wake up
We are grateful for this and for the one of these days and find ourselves
very pleasant and helpful manner in on the short end of an autocracy or
which they have worked with us.
absolutism of one kind or another and
We members of the profession to forever barred from having a voice in
whom the immediate responsibility for the determinations that vitally affect the
the administration of the George Bill right of self-determination that was so
and the Government Corporation Con dearly bought for us by the blood and
trol Act has been entrusted regard our lives of our forefathers.
selves as your representatives in this
It was with intense gratification that
undertaking, and we see in what we
I found, upon returning to the home
are doing the broadest conceivable op
land from my duties overseas, that dur
portunity to develop the tremendous
ing
my absence the profession had more
potentialities of the techniques of our
frequently
brought the weight of its
profession as implements of simplifica
judgment
to
bear upon matters of pub
tion and economy in the organization
and management of the public affairs. lic concern on which it was qualified to
This, therefore, may be regarded as a speak. The characteristically excellent
report of our stewardship. We hope report of the council, which was read
that the results of our efforts thus far at the opening session on Monday, enu
merated these activities in heartening
are worthy of your confidence.
Now, if you will indulge me for two detail; so I shall not take up your time
or three minutes, I should like to ad with reiteration of them. But I
dress myself briefly to a more general do want to say in passing that I have
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heard some sentiments expressed in
Washington about your participations
in the discussions of some of these mat
ters, notably taxation and fiscal con
trol, which have made me immensely
proud of our profession.
At the same time I cannot refrain
from reminding you that we are but
beginning. We have started at the top.
Two facts as to the status of our public
affairs ought to be sufficient to make
us realize that we must go on down to
the bottom. It was recently reported
that the combined annual federal, state
and local tax take of one of the great
states of the middle west had reached
the point where it is now equal to the
assessed value of all property of every
description in 44 of the state’s 98 coun
ties. And all of us know, I suppose,
that the total of the federal, state, and
local debt is far in excess of the volume
of all the country’s known resources.
Thus, our future is heavily mort
gaged and we face the greatest chal
lenge of our national existence. Noth
ing short of the sum total of the finest
talent in the land will be required
to lick this problem.
So, I say that we must go on down
from the federal level to the state and
local levels, to the very grass roots, if
you please, if the great problems of our
time are to he solved and the stability
and security of our way of life are to
be assured. It is clear, I think, that the
state societies and local chapters, as well
as the Institute, have their work cut
out for them.
These are your problems as much
as they are the problems of any other
individuals or groups. They are the sort

of problems which, if not solved, spawn
the confusion, frustration, and grave
doubts in the minds of the people that
lead ultimately to violent upheavals.
They are the sort that give hope and
boldness to those who would extend
enslaving ideologies to all the rest of
the world.
I am convinced by many years of
intimate contact with government at all
levels, both professionally and as a
public official, that there is no more
serious threat to the continuity of the
way of life to which our government
was dedicated by its founders than the
inordinate height to which our public
expenditures have mounted. I am
equally convinced that this is a conse
quence of failure on our part to keep
faith with these champions of the cause
of freedom, a failure to realize that
democracy and economic security are
inseparable, that we cannot leave the
preservation of democracy to the other
fellow while we go after economic secur
ity, without losing both. Someone has
said that if we value anything more
than we do freedom, we will lose our
freedom, and, if it is money we are after,
we will lose both. I hold with all the
conviction of my being that no group
of people in the country is better
qualified than you to take the lead
in ridding the organization and man
agement of our public affairs of the
waste and extravagance that so surely
threaten our freedom. The tide is al
ready running strong against the privi
lege of self-determination. Those who
would hold the sacred privilege of free
dom must breast the wave together—
NOW. Tomorrow may be too late.
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VIII. Federal Taxation
Introductory Remarks
By Maurice Austin, New York
Chairman, Committee on Federation Taxation,
American Institute of Accountants
n the last few years, in one way

ond will speak of the subjects of pos
or another, the committee on ar sible change for the future.
rangements have seen fit to put
You all know, without need of elab
me on the program, in one capacity ororation, of the various events ultimately
another, and this year they have finally resulting in the creation of the Excess
found the right place for me—because Profits Tax Council, which is charged
the chairman, while seen, is not sup with the clearing up of one of the big
posed to be heard.
gest aftermaths of the war period, and
The year 1946 has been a notable with the various conditions that led to
year in federal taxation, primarily for the adoption of this procedural revi
the reason that it is the first year in sion. You all know of the appointments
the last fourteen in which we have had that have been made to that Council.
no tax legislation whatsoever. However, We felt that one of the most important
the ground is being prepared—through subjects that could be selected for this
discussions, studies, and analyses—for session would be discussion of the work
amendatory legislation to be enacted, and program of that Council.
This is one of the most important
in all probability, next year. There is
also with us at this time the major task phases, in terms of money involved, of
of clearing up the aftermath of the tur the aftermaths of the war period. We
bulent war years. The two speakers who also have before us the future problems
have been generous enough with their of general revision of the tax structure
time and energy to participate in our to meet postwar necessities and condi
program will deal with these two phases tions, and of technical revisions which
of the tax scene; the first will deal with have demonstrated their necessity, and
the principal of the aftermath problems which it has not yet been possible to
—excess profits tax relief, and the sec bring about.

I
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The Excess Profits Tax Council
By Charles D. Hamel, Washington, D. C.
Chairman, Excess Profits Tax Council, Bureau of Internal Revenue, Washington, D. C.
am sure that you realize the futility
authority that he could possibly dele
of attempting to discuss all of the gate under the law. It is my belief that
problems that face us in dealing he meant exactly what he said when
with section 722, so I will confine my he told the Council that it was to have
remarks to certain specific problems full authority and full responsibility
in which I feel you will be interested. with respect to section 722. Speaking
As you know, the Council was estab for myself and for the other members
lished by the Commissioner of Internal of the Council, I can only say that we
Revenue, with the approval of the accepted this trust and the responsibili
Joint Congressional Committee on In ties that accompany it with a great deal
ternal Revenue Taxation, as a result of humility, and have made up our
of the Section 722 Hearings held by minds that we are going to do the very
this Committee in February of this best job we can and let the chips fall
year. The Council is both an admini where they may.
strative and a technical group, in that
I am not prepared at this time to
the Commissioner has endowed it with discuss the technical questions involved
power to set up its own procedures in in section 722. After all, I am merely
addition to its authority to interpret the chairman of the Council. There are
section 722 and to change or revoke fourteen other Council members whose
previous interpretations of that section. responsibility in that regard is equal
Since the Council is operating under to mine, and each of whom has his
a delegation of authority from the say in determinations which the Coun
Commissioner, it does not have the cil will make. The only point I wish
power in its own right to change reg to make with regard to the Council’s
ulations and, of course, it does not technical functions, is the fact that the
have the power to change the law. Council members are at present study
In both these matters, however, the ing the law, the regulations, the Bulle
Council does have the power to make tin, Tax Court decisions, and prior
recommendations for changes through Bureau rulings. This study is being
made in an effort to determine what
the proper channels.
It would not be doing justice to the Council’s policy with respect to
Commissioner Nunan if I failed to the interpretation of section 722 will
mention the fine attitude that he has be. I do not mean by this that the
taken and maintained throughout this Council expects at some time in the
entire period of 722 reorganization. His near future to come out with a com
approach to the Hearings held by the plete restatement, interpreting section
Joint Congressional Committee on In 722 in all its features. This is an im
ternal Revenue Taxation was that of possibility now and would mean that
a sincere public official interested more the Council would attempt to act in
in good administration than in de a final manner without the benefit of
fending his own personal record, and the consideration of actual cases. To
I say this with full recognition of the this type of approach I am unalterably
fact that he inherited a great part of opposed and it is my opinion that each
this problem on the day he assumed one of the other fourteen Council mem
office. He has selected this Council for bers shares this view with me. So let
the purpose of solving these problems me dismiss the technical or interpreta
and in doing so has delegated to it all tive activities of the Council at this
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point, because what I am primarily in
terested in tonight is explaining to you
the steps we are taking to provide for
an even and orderly processing of the
claims that have been filed.
These administrative procedures, in
my opinion, deserve the limelight now,
since they are the means by which the
cases will be brought to the attention
of the Council so that it can gain the
case experience which will be required
in order for it to intelligently adopt
its technical and interpretative phi
losophy and approach to the problem
of excess profits tax relief.
To date, the Commissioner has is
sued three mimeographs dealing with
Council organization and procedure.
For the benefit of those among you
who may not have had the opportunity
to read these rulings, I should like to
identify them by their number so that
you may acquaint yourselves with their
contents at your own convenience.
These three rulings are known as
“Commissioner’s Mimeographs, Collec
tor’s Nos. 6035, 6044 and 6061.” Under
the authority granted by these mimeo
graphs, the Excess Profits Tax Council
has issued two mimeographs of its own,
and again I will identify these by num
ber so that those among you who wish
to delve into the details can do so with
as little trouble as possible. These
Council mimeographs are designated
by the initials “capital E, capital P,
capital C” and the first one is simply
“E.P.C. 1” and the second is “E.P.D.
2.” Both the Commissioner’s mimeo
graphs and the Council’s mimeographs
are published in the Internal Revenue
Cumulative Bulletin which can be ob
tained from the Superintendent of
Documents, Government Printing Of
fice, Washington, D. C., and they are,
of course, published in all major loose
leaf tax services.
I don’t wish to take up your time
by going into the details of any of
these published papers. They are au
thoritative, but they are necessarily
complicated since they deal with gov

ernmental procedure which is tailored
to fit the needs of each of the thousands
of corporate taxpayers. You can read
them and study them on your own
time and you will find that both the
offices of the various internal revenue
agents in charge and the Council itself
in Washington, will be glad to give
you assistance in the event that some
particular part of the procedure is not
absolutely clear in its application to
any case in which you are interested.
The ultimate result of these pub
lished rulings is that the Excess Profits
Tax Council has final authority within
the Bureau of Internal Revenue over
all questions arising out of the pro
visions of section 722 and it should be
kept in mind that the Council’s au
thority is restricted to section 722. We
have absolutely no authority over prob
lems of questions which arise under any
other provision of the excess profits
tax law or under the provisions of any
other taxing statute.
This means that fifteen men have
been handed the responsibility for de
termining the issues involved in over
40,000 claims filed to date, plus an
indeterminate number of claims which
may be filed. There is no way of mak
ing any accurate estimate of the max
imum workload that the Commissioner
has handed this group of fifteen men.
Estimates made by persons reputed to
know more about the subject than I
do, move this 40,000 figure up to
60,000. Some extremists say that a total
of 80,000 is not an impossibility. I do
not know. When it is remembered that
these 40,000 claims are tax issues of
the most complicated nature, which
Judge Opper of the Tax Court iden
tified with Mr. Churchill’s phrase of
“a riddle inside a mystery wrapped
in an enigma,” you can well appreciate
that, from the physical standpoint
alone, adequate personal consideration
by this fifteen-man Council assumes
terrifying proportions.
We are attacking this problem in
every manner that we have been able
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to devise. In the first place, we know, present-day housing situation in Wash
just as you do, that the real burden ington. It isn’t easy to persuade people
of the work must be done by the field to move nowadays, and I want to pay
offices. We must provide machinery tribute to the public spirit shown by
whereby the offices of the thirty-nine these out-of-town members of the
internal revenue agents in charge can Council.
satisfactorily adjudicate the great ma
We also have the services of the
jority of these claims. It is for this Business and Industrial Research Di
reason that the Commissioner has in vision which was established some time
structed each internal revenue agent ago in the Bureau of Internal Revenue
in charge to create a section 722 field for the express purpose of providing
committee and placed these committees economic counseling, which term to me
under the technical supervision of the certainly embraces economic problems
Council. It now remains for the Coun on a national scale. In addition, we
cil and the internal revenue agents in have the facilities of the other depart
charge to see that these committees are ments of the United States Govern
staffed with able agents who have the ment which gather statistics having a
proper mental attitude toward the work bearing upon business illness and
and who can adapt themselves to the health over a long period of time. We
varied types of situations that they will have the publications and the statistics
encounter.
of various trade associations and other
I might say that the Council is going independent groups, and studies made
to spend a great deal of time on these by the chambers of commerce, univer
committees. They are the field repre sities, and privately endowed research
sentatives of the Council. We are going organizations. We intend to use all of
to make sure that these committees these means and to make the results
understand exactly what the Council available to the section 722 field com
wants and why the Council wants it. mittees located right in the office of
We also are going to make it very clear your own local internal revenue agent
to these committees that the Council in charge.
wants the benefit of the independent
The Council has every intention of
judgment of each committee member. maintaining close and effective liaison
Perhaps the greatest value of these field with these local committees. We are
committees is the intimate knowledge going to review in Washington the
of local conditions which has been ac results reached by these committees in
cumulated by the individual members every single case involving section 722,
over the- period of years they have regardless of whether it is an allow
served the government in their particu ance of more than the taxpayer has
lar area. We do not expect the local requested, a part of what the taxpayer
committees to be perfect, especially in has requested, or whether it recom
matters which involve coordination of mends a total disallowance. Further
cases in distant sections of the country, more, we are going to review these
but we do expect the local committees reports and recommendations of the
to know local conditions and to apply field committees with the specific ob
that knowledge to local cases.
jective of making each review the
For the purposes of coordinating means of strengthening each committee.
cases scattered throughout the country, Where a field report is criticized by the
we have, first of all, the personal ex Council the particular field committee
perience of the fourteen Council mem is going to be told about the criticism.
bers who, in themselves, present a We are going to tell them not only
surprisingly wide geographical distri what is wrong and why we believe it
bution in spite of the exigencies of the is wrong, but also what to do about
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correcting it. In other words, we are
going to try to make our work con
structive so that the effectiveness of
the field committees will increase as
the work progresses. We want your
relations with the local committee to
be just as pleasant as they possibly can
be. I might also add that we do not
intend to criticize field reports for im
material factors which have no signifi
cant effect upon the results. We are
going to try to use these reviews as a
means of promoting field morale, not
of destroying it.
We also expect to have considerable
personal contact between the members
of the field committees and the Coun
cil. In fact, I can expand that state
ment—we expect to have considerable
personal contact between revenue
agents engaged in examining section
722 claims, members of the local field
committees, members of the Council,
and members of the Council’s staff.
I hope to weld these men into a team
and we all know from past experience
that the greater the amount of personal
contact, the greater the amount of
understanding and the greater the effi
ciency of the entire organization.
In order to achieve this objective,
we are planning regional meetings
where these men can become familiar
with the Council’s viewpoint and better
acquainted with each other. We are
also hoping to be able to have a part
of the Council’s staff on a rotating
basis, so that conferees and reviewers
working directly under the Council in
Washington will, to a substantial de
gree, be field agents assigned to Wash
ington on temporary details. In this
way, they will be rubbing elbows daily
for periods of two, three, or six months
with members of the Council and with
permanent members of the Council’s
staff. These are the high spots of our
plans for the field and I have relayed
them to you in the order in which
they came to mind rather than in any
attempt to follow a logical procedure.
Let us now turn to the Council’s

part in this scheme. I want to em
phasize the fact that it is the objective
of the Council to function in such a
way that these cases are kept out of
the Tax Court to the greatest possible
extent. It is not our job to supplant
the Tax Court in the 722 picture, but
we certainly have the responsibility of
preventing needless litigation.
It is for this reason that we are in
sisting upon the proper preparation
of claims by taxpayers and the proper
examination of claims by revenue
agents. It is our belief that a great deal
of litigation can be avoided if the
claims are prepared and the examina
tions are made in such a way that the
issues on which the differences exist
are clearly drawn. It is one thing to
try to reach an agreement with a man
when you know exactly what he is
talking about. It is an entirely different
thing to try to reach an agreement
where neither party knows just what
the contentions of the other party are.
We want to narrow these cases down
to specific issues and then we want to
settle each issue on its own merits. If
we can do this, I believe that we will
not only give effective administration
to the problem of excess profits tax
relief, but we will also considerably
lessen the potential litigation of this
subject. We are not desirous of creating
conditions which will merely repeat
the troubles we all had after World
War I and which stretched out the
arguments in special assessment cases
over a 25-year period.
It would be worth while to describe
just the highlights of procedure before
this Council. As I said before, all cases
will be sent to the Council after the
field committees have completed their
functions. This means that whether or
not you have agreed with the decision
of your local field committee your case
will not be finally disposed of until
the Council has had a chance to re
view the field recommendations and
make sure that your interests, as well
as the government’s interests, have been
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properly and satisfactorily taken care
While we do not contemplate setting
of. When cases come in from the field up any fixed circuits for the purpose
with an agreement we are going to of holding these conferences, it is very
expedite our processing in the Council likely that a substantial number of
to the very best of our ability. We these meetings will be held in the
have not created this review procedure field. Holding conferences in the field
merely for the purpose of upsetting should certainly be of advantage to the
determinations made in the field, and taxpayers, and I am not going to dwell
we are not going to put agreed cases on that phase of the question, other
in the file and forget them until 1950. than to say that it will be done when
If the emphasis is on either side of ever the interests of both the taxpayer
this question, I believe it is all in favor and the government will best be served.
of accepting field agreements. As I I want to point out also that field
said before, the Council is relying conferences before Council members
very heavily upon the knowledge of have an element of advantage to the
local conditions that is peculiarly the government in that they will give
property of the members of these local Council members the opportunity to
committees and we are not going to discuss the case personally with the
act under any assumption that a man members of the field force who have
sitting in Washington knows more made the examination and who have
about the business affairs of Main held the original conferences with the
Street than an internal revenue agent taxpayer.
In arriving at solutions to many of
who has been there continuously for
the past twenty years.
these cases, the Council will have to
Where we do differ with the deter employ economic data. The manner
mination made by the field committee in which the Council intends to use
and agreed to by the taxpayer, we are these data has been the subject of sev
going to give the taxpayer an oppor eral inquiries and I believe it might be
tunity to present his case directly to helpful to discuss this question in a
the Council. We are not simply going general way.
to bundle up the papers and write a
As a matter of tax history, we all
letter to the field committee and tell know that economic factors are im
them to do it our way. Where we portant considerations in tax legisla
change an agreement, the taxpayer will tion. In tax administration, however,
have the opportunity of talking directly economic considerations have not been
to the men who recommended the prominent. For all practical purposes
change.
it is safe to say that they have been
Where you cannot reach an agree non-existent except in the case of the
ment with your local field committee, unjust enrichment tax, which was en
we have made provision in our acted after the Agricultural Adjust
procedure for your appearance before ment Act was declared unconstitutional
the Council. Here again, the Council by the Supreme Court in 1936. That
will carefully review your case and be tax, and the accompanying claims for
thoroughly familiar with the record refund, involved economics, but both
before you are asked to appear in were restricted to a small group of
person for a conference with the Coun taxpayers and involved a relatively
cil. At these conferences every effort small amount of money. By compari
will be made to close the case short son, the Commissioner had a minor
of litigation in the Tax Court and problem when viewed in light of the
everything possible will be done to challenge he is facing in connection
reach an agreement on reasonable with section 722.
At the time section 722 was enacted,
grounds.
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the Bureau of Internal Revenue frankly
admitted it was not equipped to meet
the economic problems involved. The
natural thing for the Commissioner to
do was exactly the thing that any good
businessman would do. He sought ex
pert advice and this meant that he had
to add a group of economic specialists
to his staff. This group, which is known
as the Business and Industrial Research
Division, has as its purpose the prepara
tion of special studies and other forms
of economic counseling. It was not
created for the purpose of settling any
specific section 722 claim. In fact, it
usually does not furnish advice with
respect to specific claims. Its function
is to work principally on general prob
lems having a bearing on types or
classes of claims. A good example of
this is the analysis of the effect of the
drought in the Great Plains during the
1930’s. This study, by the way, is set
forth in its entirety in the Commis
sioner’s testimony before the Joint Con
gressional Committee on Internal Rev
enue Taxation.
What use will the Council make of
these economic studies? My own feel
ing is that these reports should be
considered by the Council in the same
manner as any other data submitted in
connection with a claim. In fact, I
don’t know any other way in which
they can be used. They have no pecu
liar properties which render them any
more conclusive than data from other
sources. If they have evidentiary value,
they will be accorded whatever weight
appears appropriate. If they have no
evidentiary value, they should be ig
nored. In short, they are just another
part of the record and should be treated
as such.
The same thing is true in those
cases where the Council will be forced
to use data from what appear to be
comparable concerns. In the first place,
I doubt that there are any two corpora
tions that are exactly comparable in
all respects. This of itself means that
data derived from a competitor are not

conclusive. In the second place, an industry average may not—and probably
will not—exactly fit the claimant under
consideration.
Thus, we are not planning to use
economic studies or data on competi
tors with the idea that they alone pro
vide the answers. They are but one
tool in our kit of tools and their value
in any particular case will depend en
tirely upon the circumstances. It is
only when they are considered with all
the other factors, including those pre
sented by the claimant, that their true
value can be determined.
There is one other phase of the sec
tion 722 picture that I feel I must call
to your attention, and that is the posi
tion in this task of the officials of the
corporations making claims under sec
tion 722 and the tax practitioners, both
attorneys and accountants, who repre
sent these claimants. All of these groups
have a distinct and very heavy respon
sibility. This is necessarily so, since in
the final analysis the problem relates
to one of the basic relationships be
tween the United States Government
and the hundreds of thousands of
citizen-stockholders of American busi
ness corporations.
It is not my desire to engage in
fourth-of-July flag waving, but this is
important. Each and every one of us
is enjoying the benefits of the United
States Government and it should not
be necessary for me to refer you to
anything more distant than the front
page of your daily newspaper to bring
home to you the meaning and impor
tance of that simple statement.
Those of you who are members of
the accounting and legal professions
have an additional personal obligation.
You are licensed by your local authori
ties after exhaustive tests of your pro
fessional knowledge and investigation
of your character and integrity. You
are permitted to perform certain func
tions in the community which involve
special responsibilities and a high de
gree of trust. They carry with them a
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requirement for conscientious impar
tiality, not just lip-service to a code
of ethics.
I am referring especially to the large
number of claims that were filed and
which still have not been completed
to the point where the Council can
even begin to work. Some of these
claims cannot be completed because
they have absolutely no merit under
any intelligent interpretation of the
law. They are interfering with the
Council and they are costing the tax
payers money that good conscience can
not justify. They are delaying our work
on good claims and are depriving de
serving corporations of the use of
money honestly due them.
I want to point out to you that it is
my personal position that no section
722 claim has any nuisance value.
While I have not conducted a poll of
the Council membership on this sub
ject, I am perfectly sure, merely from
my knowledge of the character of my
associates, that there is not one among
them who would contradict that state
ment. I urge you, therefore, to take
inventory in your own shop. It will
help everybody if you will live up to
the American spirit of fair play in this
matter and withdraw any ungrounded
claims that you may have filed during
the period in which your war activities
prevented you from giving the problem
the study that it requires.
I don’t personally blame any cor
poration official or any tax practitioner
who, in the rush of wartime activity,
filed a 722 claim in order to protect
a claimant, with the idea in mind that
a subsequent study of the law would
be made to determine whether or not
that claim should be completed and
prosecuted. I do, however, object very
strongly to the continued prosecution
of any claim where the subsequent
study failed to disclose any grounds
at all. I also want to point out to you
that a spirit of fair play puts an affirm
ative obligation upon anyone who filed
one of these now-abandoned claims.

It is not enough that the ball merely
be allowed to roll until it loses its
momentum. If it is not going any
where, the person who started it in
motion should pick it up and clear
the alley for the other fellow. If you
will help in this regard, you will be
making a contribution to this job.
There is another type of claim that
is also very disturbing and it is a type
of claim about which it is difficult to
talk. For want of a better designation
I should like to call this the “unreason
ably inflated claim.” I realize that the
determination of when a claim is in
flated and when a claim is not inflated,
is a subjective matter. It is perfectly
natural for salesmen and inventors,
for instance, to be optimistic. They
couldn’t make a living if they were
not. But what is reasonable to them
is quite often extremely unreasonable
to the investment banker.
I am not asking you to take the
viewpoint of the investment banker.
I am asking you to take as detached
a viewpoint as you possibly can. I am
asking you to be reasonable, just as
you are asking the Council to be rea
sonable and just as the Council is ad
vising the field committees to be rea
sonable. If your sales manager or your
client is an incorrigible optimist who
dwells in Utopia, balance him with
your comptroller or your treasurer and
use your very best efforts to persuade
him to eliminate any obvious inflation
before you start serious negotiations
with your field committee.
The point I am trying to make, in
conclusion, is simply this: Commis
sioner Nunan has taken great steps to
meet objections raised by taxpayers;
the Council has dedicated itself to car
ry out the Commissioner’s wishes, but
the only way that the Council can
succeed is through your continued and
sincere cooperation. I believe this is
no more than your duty as citizens and
professional men and I assure you
that the Council will meet you more
than half way.
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Te formulation of a sound fed postwar conditions—are heritages which
h
eral tax program is a difficult are reflected in a budget far above
task at any time. It is doubly so prewar levels.
in the present transition from war to
I need not labor the direct connec
peace. Many desirable objectives may tion between expenditures and tax
be sought in a sound tax system. How levels. It is readily apparent that post
ever, some of these objectives will be war budgets larger and more complex
in conflict with others, so that the than those of the 30’s necessarily re
achievement of one objective will ne quire for their maintenance a tax sys
cessarily result in failure to attain tem far different from that of the
another. Given a total revenue goal, 30’s.
tax relief or incentive at one point
The war has, however, left us with
means a tax burden somewhere else. another heritage—an enormous expan
All the desirable objectives must be sion of our national economy. We now
weighed to determine which we are have a situation unknown in the 30’s
most anxious to accomplish and which since we are currently experiencing
will most nearly meet our idea of a virtually a full employment economy.
desirable tax program within our ac There are jobs for nearly all and the
cepted concepts of fairness and equity. jobs in general are well-paid so long
After these years of war it is not as we avoid run-away inflation. Hence,
surprising that, to some, the most de consumers are buying more goods and
sirable tax program for the future is services than ever before, business
one that would revert to the tax sys profits in general are high, and the
tem that existed in the late 1930’s. whole economy is geared to a high
Those pre-war years are regarded by level of activity. There are in this
such persons as a normal period. Hence, country about 58 million employed
they urge that we seek to attain the tax civilian workers; an increase of 11½
level of such a normal era.
million over 1940. At the same time,
A little reflection would indicate the average weekly earnings of workers in
impossibility of such a return to the the manufacturing industries increased
30’s. The war has left us many heri from $25.20 in 1940 to $44.41 in 1945.
tages—some good, some bad, but all Total wages and salaries, which account
real—which must enter into our think for about two-thirds of the national
ing on tax policy. The interest on the income, rose from $49.7 billion in 1940
public debt alone exceeds not only to $110.2 billion in 1945. Consumers’
total federal expenditures in many expenditures rose correspondingly from
years of the prewar decades but also $65.7 billion in 1940, despite short
total federal internal revenue receipts ages, to $106.4 billion in 1945. While
for almost any year prior to 1938. The these figures are in terms of current
postwar military expenditures, though prices and because of price increases
small compared to the war years, are during the period do not therefore
at the present rate twice the largest indicate the increase in real income,
*
prewar total budget. To these military it is obvious that even after adjustexpenditures must be added the sizable
•During this period the B.L.S. Index of
amounts necessary to defray the vari
Prices for moderate-income families
ous benefits accorded to veterans. These Consumer
in large cities (1935-39—100) was 100.2 in 1940
expenditures—and others required by and 128.4 in 1945.

V
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ments for price increases, wages, na
tional income, and consumer expendi
tures have increased enormously.
We are living in a country whose
economic character has changed might
ily since the outbreak of the war. To
measure our present conditions by the
norms of the 30’s is to lose sight of
the fact that the economy has advanced
so far that these norms are no longer
meaningful. Our economy has reached
a new and higher potential of produc
tive capacity which is far above the
peaks of the 30’s. To yearn therefore
for the average times of the 1930’s is
equivalent to asking for depressions
in the 1940’s and 1950’s. The economic
levels which produced “the good old
days” would mean breadlines or worse
today. The average man is substantially
better off today, with a tax bill of
$40 billion and a national income of
$165 billion, than he was in 1936, with
a tax bill of $3.5 billion but a national
income of only $65 billion. He is now
able to provide his family with a more
adequate diet. He can afford better
clothing and better housing. His en
larged purchasing power has opened
new markets and expanded old ones.
A return to an economy of the level
of the best years of the 1930’s would
mean therefore a reduction in the
average standard of living that would
seriously damage the business commun
ity. It would condemn to idleness men
and machines now busily engaged in
producing the goods necessary to match
the consumer demand created by the
general improvement in economic wel
fare. The maintenance and constant
improvement of the present high living
standard of our citizens is more than
humanitarian. It is good business; for
the only alternative to depression is to
sustain our present high level of pro
duction and purchasing power.
We must fit our greatly increased
federal expenditures and taxes into the
setting of this new high level which
our economy has reached. Present
peacetime collections of $40 billion

may seem an almost fantastic increase
over prewar collections, but the sig
nificance of this increase can only be
interpreted in terms of the general
economic situation. The burden of
taxes is not so much a question of the
number of dollars collected as it is a
question of whether the economy can
sustain a given level of taxation. At
high levels of income, it is easier to
pay not only larger amounts of tax
but a larger proportion in taxes than
at low levels. When business is de
pressed, even small taxes constitute a
heavy burden on the small amounts of
income from which they must be paid.
When business profits, salaries, and
national income are high, large
amounts of taxes may be collected
without harm to the economy or un
due burden to the people. If we regard
—as we must—the high level which
our economy has attained as at least
a new plateau on which we can go for
ward rather than a peak from which
we must descend, we must also regard
a high level of taxation as a permanent
part of our system rather than a tem
porary phenomenon.
While high rate taxation is not un
duly burdensome in a high level econ
omy, it does present a challenge. New
problems arise that press for solution.
Old problems take on an increased im
portance. Some of these problems we
have already faced and solved. For
example, when exemption levels were
reduced so that income taxpayers
changed overnight from a select group
to more than half the adult population,
it was obvious that our collection sys
tem had suddenly become archaic. The
necessary modernization was provided
through the adoption of the system
of current individual income tax pay
ment based upon the withholding tax
on wages and salaries and the quarterly
estimates of tax on other income. Ac
companying this was a major simplifi
cation of the basic income tax structure
as it affected the average taxpayer. As
a result, today we handle ten times as
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many taxable individual income tax
returns as we did in 1940—yet the filing
of returns has been simplified to a
degree thought impossible in 1940.
These adjustments in the tax struc
ture-withholding, current tax pay
ment, simplification— all merit and de
mand a permanent place in the federal
system.
We have not, however, solved all of
the technical and other problems that
come with high level taxation. These
problems are among the important tax
issues that must be faced during the
next few years. Mention of some of
these questions in the income tax field
may help to stimulate useful discussion
and bring about increased awareness
of the problems facing us.
General Corporation Problems

Perhaps the broadest question re
quiring consideration is the position
to be occupied by the corporation in
the federal tax structure. Corporate in
come is now first subject to tax at the
corporate level and again under the
personal income tax to the extent that
profits are distributed to stockholders.
The problem is therefore generally pre
sented in terms of the “double taxa
tion” of corporate income. But such
a label unfairly colors the question—
the emotional connotations taxwise
that are inherent in the word “double”
can easily throw us off balance. If we
are to view the problem objectively we
must recognize that the nature and
extent of the double taxation involved
in this procedure are far from clear.
Much depends on the extent to which
the corporation is able to shift its tax
to other people,—for example, workers
or customers,—and ability which is at
present hard to measure. In the state
ments of businessmen themselves there
are implicit differences of opinion as
to where the burden of corporate taxes
falls.
Differences of opinion as to the
nature or extent of the problem result
in a variety, but no deficiency, of pro

posals for changes in the present pro
cedure. At the one extreme are those
who say that there is no desirable al
ternative to the present procedure since
the corporation has an identity and
tax-paying capacity that is separate and
distinct from the stockholders and, fur
ther, that the corporate income tax
adds a desirable element of progression
to the tax structure. At the other ex
treme are those who would eliminate
the corporation income tax entirely,
maintaining that the corporation is a
mere conduit for the individual share
holder. Between these extremes are sug
gestions, based on ideas of equity and
incentive to investment, to tax corpo
rations like partnerships, to deduct all
or a part of the dividends paid in deter
mining corporate taxable income—
which would be a variant of the undis
tributed profits tax, to partially exempt
dividends received by stockholders so as
to allow for the tax paid by the cor
poration, or to adopt the British system
of treating the corporation tax as a
withholding tax on dividend income.
All of these ideas have their advan
tages and disadvantages. Some, such
as the treatment of corporations like
partnerships, would court a complexity
that in some instances would be dis
heartening. Others would provide a
generous windfall to the corporate in
vestor. We must recognize that while
the views of some who have offered
suggestions are dictated by what they
believe to be best for the economy
as a whole, the views of others are in
part a reflection of special interests,
one group seeking tax relief at the ex
pense of other groups. One thing is
very clear—the area of disagreement is
so wide that further study and discus
sion of the problems involved are neces
sary before any basic reconsideration
of the corporation income tax can be
undertaken.
Great interest and diversity of opin
ion exist also with respect to the tax
ation of small business. Many of the
suggestions made are, of course, similar
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to those made for business taxation particularly as respects the competitive
generally. The problem here, however, relationship between exempt and tax
is further complicated by the almost able corporations.
All of these subjects present difficult
impossible task of defining small busi
ness in general terms and in such a problems. All of them will have to
way as to apply to all industries. For be met. It is hoped that studies being
whether the definition is in terms of made within and outside the Treasury
asset size, number of employees, net will aid in the resolution of the wide
worth, profits, or sales, a firm which differences of opinion which exist in
would be considered small in one in these fields at the present time.
dustry may be a giant in another.
Capital Gains and Losses
There is no question that small business
Among businessmen and others in
is a most important factor in the na
tion’s economy and that the tax system terested in taxation even corporation
should be so geared as to encourage taxes often take second place to the
the birth and growth of new enter problem of capital gains and losses
prises. Before moving in this field, as a subject for critical discussion. The
however, there must be reasonable as capital gain and loss provisions have
surance that the procedures selected few equals in the law insofar as fre
quent change or general dissatisfaction
will accomplish this objective.
Accelerated depreciation is another is concerned. One reason for this is
subject which has been discussed con that capital gains cover so many fields
siderably in connection with business that any general policy is very likely
taxation. Its proponents argue the im to involve some unsatisfactory aspects.
One such aspect under the present
portance, especially to small business,
of allowing an enterprise to, in effect, favorable capital gains rate—certainly
“expense” at least part of its invest highly favorable in comparison to the
ments. This view must be weighed regular tax rates—is the temptation to
against the fact that accelerated de frame transactions, ordinarily resulting
preciation would distort a corporation’s in fully taxable income, so that they
income picture, that at least immedi will instead fall within the capital
ately it might cost the government gains provision. Where the law provides
substantial amounts of revenue, and a “basket” offering a special tax rate
that the over-all effect such a provision lower by far than the generally prevail
would have on investment is not at ing rate, taxpayer’s exercise of in
all clear. Moreover, if the effect were genuity to come within that basket is
to encourage investment, it might well understandable. Thus we find employee
be more desirable to delay its introduc compensation arrangements framed in
tion. At present such encouragement is terms of options to buy stock in the
not needed and introduction today employer corporation in the hope that
might only serve to waste a device the spread on the securities so obtained
whose incentive qualities may be need may be treated as capital gain. Similar
ly, we see movie stars going into the
ed in the future.
Another corporation tax problem re motion picture business and organizing
lates to corporations exempt from in their own companies, with—we suspect
come tax under section 101 of the —the chief motive of converting ordi
Internal Revenue Code. These exemp nary compensation into capital gain.
tions have been in the law for many Proceeding to more complicated ar
years and like other long-standing pro rangements, we find intricate corporate
visions require reconsideration in the recapitalizations designed to produce
light of changed conditions. Section 101 a reduction in corporate surpluses
should receive comprehensive study, through actual cash outgo but at the
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the National Tax Association. I am
sure that the outlines are familiar to
you. Typically, it is the husband who
possesses the income in the family
group. Under the pressure of surtax
rates, husbands have constantly sought
in one way or another to divide their
income with other members of the
family and thereby reduce their tax.
The history of the major litigation
under the individual income tax may
thus be written in terms of their suc
cesses and failures. Early the Court de
cided in Lucas v. Earl that a salary
earner cannot escape tax through as
signment to wife or child. Recently the
principle of that case was extended to
family partnerships. In the trust field
the honors fall now to the Commis
sioner, now to the taxpayer, with the
major victories—as in the Clifford case
—being scored by the Commissioner.
But more important than the results
of all this litigation is the existence
of the litigation itself—with its cost,
its uncertainties, its strain on the ad
ministration of the tax laws.
In sharp contrast to these contests
over the attempts of husbands to reduce
their surtaxes is the success achieved
by residents of community property
states. Here the magic of the commun
ity property system, whether rooted in
state history or adopted as a tax-saving
expedient, works wonders through au
tomatic family income-splitting. The
rewards of this splitting are high—a
15% reduction at the $10,000 level,
29% at the $25,000 level, 20% at the
$100,000 level. In short, middle bracket
community property citizens have a
federal tax holiday at least every fifth
year.
Equally serious discriminations exist
Family Income
among families in non-community
Turning now directly to the indi property states. There, families with
vidual income tax, we find that one income from property or investments
of the most important problems con may achieve income splitting through
cerns the role that the family should outright gifts, joint tenancies, success
play under that tax. I had occasion to ful family trusts, and the like. But the
discuss this problem at length before courts have blocked such splitting in
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same time only a capital gains tax on
the equivalent dollars ultimately re
ceived by the stockholders.
A special low rate on capital gains
may or may not be a desirable thing
insofar as the stock market is concerned
—here, too, there are differences of
opinion. Some feel that a low rate en
courages people to buy securities as
the easiest way to make a larger net
income after taxes and thus causes or
stimulates stock market booms. Others
feel, with equal intensity, that any tax
on capital gains is an obstacle to securi
ties transactions which induces unsatis
factory market conditions. But regard
less of one’s position on this subject,
it seems clear that a markedly lower
rate on capital gains adopted for such
investment considerations has undesir
able effects on other situations. In
short, if the capital gain rate is far
lower, the way to escape high tax rates
is to label income as “capital gain”—
and hence the effort through legislation
or judicial decision to convert ordinary
income to capital gain. In some in
stances the situation is complicated by
the fact that the income in question
might merit some relief, but not the
overgenerous relief of the capital gains
rate. Yet the presence of that low rate
as the sole alternative to the high regu
lar rates forces the all-or-nothing
choice. This is true of instances where
averaging would be a fairer solution.
These are only some aspects of the
capital gains provisions. But I believe
they will suffice to illustrate the im
portance of the problem and the de
sirability of continued efforts towards
improving the equity and effectiveness
of these provisions.
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the case of income from the husband’s
services. As a consequence, in non
community property states the discrim
inations between such married couples
and those whose income is from prop
erty are also in many instances in the
dimensions described earlier respecting
community property. In other words,
the middle bracket family with stocks
and bonds that has split its income
equally between husband and wife re
ceives a tax holiday at least every fifth
year, while the family living on a salary
or professional earnings must still work
for Uncle Sam.
It is obvious that tax discriminations
of such proportions among families
cannot be defended. They may be
eliminated as respects husband and
wife only by a device which places all
families on the same basis regardless
of the legal division of income between
the spouses. One such device is a sys
tem of mandatory joint returns. This
was considered by Congress in 1941
and 1942 and met with defeat. It could
not stand against some of the charges
hurled against it—reduction of women
to slavery, the breaking up of homes,
the encouragement of divorce, the pro
motion of living in sin.
Another device is to make the split
ting of family income nationwide. The
federal tax law would total the income
of husband and wife living together,
divide the total by two, compute tax
on the resulting amount with a single
person's exemption. The tax so com
puted would then be doubled to pro
vide the total tax of the married
couple. The result in brief is a uni
versalized equal splitting of income
between husband and wife which would
equalize the treatment of married
couples regardless of the character of
their income, or the geographical loca
tion of the couple.
In considering the choice between
these two methods—mandatory joint re
turns or per capita division between
husband and wife—we must recognize

that as between married couples at
any level either method would elimi
nate discrimination. The tax in either
case would be the same for every mar
ried couple at that level regardless of
the internal distribution of income.
Whether married couples would pay
more dollars under a mandatory joint
return system or under a per capita
division depends on the rate structure
adopted after one or the other system
is selected. Consideration of these two
alternatives from the aspect of the
proper tax liability of married couples
relative to that of single persons like
wise does not provide us with any sig
nificant preference for one system over
the other.
It is likely, therefore, that the choice
will be made on the basis of arguments
derived from history, from politics, and
from emotions. Such arguments would
seem to point in the direction of the
per capita system.
I might close this brief discussion
of the problem with a summary largely
quoted from the National Tax Asso
ciation address:
The present treatment of family in
come is vulnerable to indictment on
at least two serious counts. It is a fer
tile breeding ground of costly, difficult,
and wasteful litigation. It is sadly lack
ing in tax equity, since it involves both
geographical discrimination between
families in community property states
and those in non-community property
states, and qualitative discrimination
between families receiving earned in
come and those possessing investment
income. These discriminations dollarwise are highly inequitable at present
tax rates. Judicial safeguards devised
to protect the progressive surtax have
not provided a rational system. The
alternative legislative solutions to these
difficulties are mandatory joint returns
or per capita division between husband
and wife. At the level of the family,
the latter solution of per capita divi
sion appears politically feasible. Con
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sidered relative to the treatment of
single persons, the adoption of the
per capita system may perhaps involve
some discrimination in favor of the
family unit. But the extent of the dis
crimination so created is difficult of
positive proof and measurement. At
any event, it does not appear to be as
serious as the present admitted inequal
ities among married couples. The
double need of eliminating both these
inequalities and the excessive litigation
they promote would appear to out
weigh the possible claims of single
persons. This and other problems, such
as the treatment of children and heads
of families, together with the effect of
per capita division on the revenue yield
and the distribution of the income tax
burden, will have to be studied before
the possibilities of such nationwide in
come splitting as a solution to the fam
ily income problem can be finally deter
mined.
Earned Income
In any examination of the basic
elements of a peacetime tax structure,
the treatment of earned income merits
consideration. Here a page of history
serves only to provide a contradiction
—an earned income credit that neither
related to earned income nor was a
real credit. All income up to $3,000
was presumed to be earned; all income
over $14,000 presumed to be unearned.
For the income between $3,000 and
$14,000 the maximum amount of credit
was merely $84. Existing only to pro
duce complications, the credit was
eliminated in 1943. We must, in our
consideration of this subject, attempt
to discover whether such previous treat
ment represents a failure to grapple
with the problem or a tacit recognition
that in the final analysis only lip
service can in reality be accorded to
the idea of a differential treatment of
earned income.
Until recently, both in this country
and abroad, the problem was viewed

as one affecting wage earners and mod
erate salary earners. In this area pro
ponents of the credit have urged that
the peculiarities of such earned income
require that some adjustment be made
in its amount before it can be swept
into the rate structure on an equal
basis with other forms of income. The
arguments supporting this contention
that dollars of earned income really
represent a lower net than an equal
amount of dollars of unearned income
are: a wage earner has extra living
costs which are not deductible for tax
purposes; he is not allowed a depre
ciation deduction to, build up a capital
fund for his declining years whereas
the recipient of unearned income has
such a fund, thereby increasing his
capacity to pay; earned income is sub
ject to greater fluctuation, yet it does
not have the benefit of the averaging
effects of loss carry-overs granted to
business income. In response it is de
nied that the tax system discriminates
against earned income—the total tax
structure with its progressive income
tax rates places a higher rate of tax
on unearned income since that type
of income predominates at the higher
surtax levels. It is also asserted that if
discrimination does exist, the credit is
a poor way to meet it. If earned in
comes have special costs they should
be made deductible and thereby treated
directly; perfection of a social insur
ance system is far more likely to pro
vide for a secure old age; an averaging
device is a more direct solution to the
problem of fluctuation.
Before we attempt to choose between
these contending arguments we must
be certain that a decision in favor of
differentiation will be followed by the
adoption of a credit that does actually
so differentiate. For if, motivated by
the need for continued simplification
of our basic tax structure, we decide
that avoidance of complexity demands
that all income up to $5,000 be re
garded as earned, the efforts spent on
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such a choice become meaningless. The
bulk of earned income would simply
remain undifferentiated. Many repre
sentatives of wage earner groups appear
to recognize that such a result might
appear at the end of the earned income
credit road and have accordingly
stressed other goals, such as increased
exemptions, in their efforts to ease
their tax burden.
Such an attitude on the part of labor
has not, however, lessened discussion
of the over-all problem. For recently
the earned income credit has been
given a dinner jacket and introduced
to high society. Representatives of busi
ness executives have urged such a credit
as a much needed method of stimul
lating incentives to work. It is con
tended that high tax rates leave too
small an increase in net compensation
as an executive climbs the business
ladder from lesser official to president
of the company. As a consequence, too
many executives will forego further
climbing when the rungs involving
heavy responsibilities are reached.
In considering the problem of earned
income at these high levels we must
recognize, as discussed earlier in rela
tion to family income, that a salaried
executive is at a distinct disadvantage
relative to the recipient of unearned
income through his inability to split
his salary with his family. Adoption of
universal community property would,
of course, provide a large measure of
relief for such executives—as long as
they are married. But when we pass
beyond this obvious discrimination, the
problem is far more difficult. Execu
tive capacity is undoubtedly a scarce
commodity. But the amount of any
earned income tax stimulus must ne
cessarily be mild, due to revenue cost
all along the salary scale, and especially
at the lower end. It is far from clear
that such a weak stimulus will pro
duce any appreciable increase in the
supply of executives. Moreover, passing
to another difficulty, everyone likes to

be stimulated. There do not appear
to be valid grounds to prefer the execu
tive over the investor when we wheel
out the tax pulmotor.
Many of those who stress the role
of executive effort in providing a dy
namic economy recognize the difficulty
of so choosing between various types
of economic activity. They recognize
also that many of the executives in
volved receive both forms of income.
They consequently urge a general tax
reduction in the upper brackets. So
viewed, the problem of earned income
relief merges into the broad and diffi
cult problem of producing a rate struc
ture that both provides the best econ
omic results and is equitable at all
levels. Whether or not that be the even
tual outcome of the present discussion
of earned income differentiation from
the incentive standpoint, the discussion
will at least serve to stress the im
portance of the role played by recipi
ents of such income. Such stress is per
haps necessary to prevent those who are
concerned with eliminating the double
taxation of dividends from tipping the
scales too far in favor of unearned
income.
Averaging
At a time when many basic concepts
of the income tax are under scrutiny,
it is not surprising that the concept
of the annual accounting period must
defend its right to a future in our
brave new tax world. Thus far, the
shortcomings of the yearly period have
received limited recognition and cor
rection through the carry-back and
carry-forward of business losses and the
limited proration of compensation and
other forms of income under the con
ditions of section 107. It is clear, how
ever, that these provisions meet only
part of the problem.
Accordingly, the possibilities of ex
tending the principles of averaging
will undoubtedly be considered in con
nection with postwar tax revision. One
suggested approach is through longer
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carry-overs of business losses. In part,
such extension of the two-year loss
carry-forward would be a replacement
of the two-year carry-back which has
proved defective in a number of re
spects; in addition, it would be a
recognition that a longer period, say
five years, is necessary to more efficient
functioning of such a carry-forward. To
aid income from non-business sources,
the proposal has been made to allow
a carry-forward of unused personal ex
emptions. Thus, where the income of
an individual fell in any year below
his personal and dependent exemption
level, the unused part of such exemp
tion could be carried over and offset
against the taxable income of a later
year. This procedure would, of course,
aid only those families whose incomes
fell below the exemption levels. While
there are millions of such families,
some have felt that the averaging pro
cedure should be even broader and
apply at all levels and to all incomes.
One such suggestion, for example, is
to average the income over a period
of years, to recompute the tax in each
of the years on the basis of such aver
age income but at the rates and ex
emptions of such year and to refund
any excess.
Averaging proposals of any kind
raise many questions, perhaps the least
of which is the difficulty of selecting
a period of time over which the aver
aging should take place. While pro
posals have been made to average over
periods varying in length from three
years to a lifetime, in the final analysis
the period selected will depend on prac
tical considerations. Chief among such
considerations is the degree of com
plexity which an averaging procedure
over a long period would entail, since
we cannot jeopardize the simplicity
achieved in recent years in the compu
tation and collection of tax liabilities.
More difficult questions relate to the
effect of averaging on currency of tax
payments and the related fiscal flexi

bility of the income tax. Averaging un
doubtedly has attractive equity con
siderations in individual cases. But in
the aggregate it may so blunt the pres
ent sensitivity of the income tax pro
vided by current tax payment on a
yearly basis as seriously to weaken the
role of the tax as an instrument of
fiscal policy. Here, as elsewhere, care
ful study of the competing factors must
precede any basic change.

Income from Sources Abroad
Much of the hope for peace in the
future rests upon the ability of the
nations to conduct trade with each
other. This goal requires a reexamina
tion of our tax laws to ascertain their
effect on international trade. We
should recognize that through recipro
cal conventions to prevent interna
tional double taxation much has al
ready been accomplished to eliminate
obstacles to such trade. We have con
cluded tax conventions with Great
Britain, Canada, Sweden and France
(last not yet ratified) and have under
taken discussions for similar conven
tions with the Union of South Africa,
Holland, Belgium, and Luxembourg.
However, in other respects we have pro
ceeded without adequate analysis of all
the factors involved, as witness perhaps
the provision dealing with western
hemisphere corporations. In recogni
tion of this, the Treasury, in conjunc
tion with the staff of the Joint Con
gressional Committee, has undertaken a
study of the problems of taxpayers
with income from sources abroad to
determine the proper application of
the federal tax system to such income.
The topics mentioned cover most of
the important tax issues which we face
today, aside from the over-all problem
of rates and exemptions. I have con
fined the discussion to the income tax,
though the other federal taxes will also
face critical re-examination in the next
few years. Thus the Treasury, with
the aid of an advisory committee, for
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some time has been studying the need
for revision of the estate and gift taxes
and their relationships to the income
tax.
The excise taxes are likewise be
ing examined in the light of postwar
conditions. In the social security field
the Congress has already entered into
a consideration of the extension of ex
isting taxes to new areas—the self-em
ployed, farmers, and domestics. In the
field of tax administration, the Treas
ury, also with the aid of an advisory
committee, is studying the challenging
problem presented by our present pro
cedure for the adjudication of federal
tax cases.
This brief discussion is sufficient to
indicate that the tax problems of peace

are numerous and varied and difficult.
We had tough tax problems to
face during the war. Those prob
lems, however, were concentrated
in the tremendous effort to pro
vide large revenues. Moreover, the
terrific war stimulus operated to pre
vent errors from having a serious over
all effect. But that stimulus is no longer
present. The task of keeping our econ
omy running along at a continued high
level in peacetime requires far more
care and precision. The challenge to
those concerned with taxation—in or
outside of government—is thus clear.
Straightforward, honest thinking and
steady cooperation are vitally neces
sary if tax policy is to contribute to
national well-being.
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Mr. Lasser: Mr. Rabkin, there has
been much discussion and many ques
tions concerning the Fairfield Steam
ship case. You have written a great deal
about it. Would you mind giving us
your views?
Mr. Rabkin: The Fairfield Steam
ship case started out as a relatively in
significant case in the Tax Court. I say
relatively insignificant because it in
volved merely a question of interpret
ing the intent of parties in connection
with the sale of a ship. I’d like to review
the facts briefly.
Actually, there were two cases. There
was a Fairfield Steamship case and the
Atlantic Steamship case, which was its
parent. These two companies were
faced with the situation: The Atlantic
Company had a deductible loss. The
Fairfield Steamship Company as its
wholly owned subsidiary owned a ves
sel in the sale of which there would be
a substantial profit. Under the advice

of good tax counsel, the Fairfield Steam
ship Company was first liquidated. The
Atlantic Company, as the parent, sold
the vessel and the loss was used to off
set the gain.
The problem in the case as it reached
the Tax Court was merely one of apply
ing the Court Holding case. The events
in connection with the liquidation of
the subsidiary and the sale of the ves
sel occurred in a very short period of
time. As I recall, it was the taxable year
of 1940, and all of these events took
place during the month of September
1940. The two important factors are
these: The vessel was arranged to be
sold to the British Ministry of Ship
ping, I believe, on the 18th of Septem
ber. The actual liquidation of the cor
poration occurred on the 19th of Sep
tember. The question that the Tax
Court had to face under those circum
stances was whether the sale was made
by the subsidiary or whether the sale
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was made by the stockholder, permit
ting the parent to use its loss as against
the gain.
They found that this was a precon
ceived and continuous transaction and
that the parent was being used as a
conduit for the sale by the subsidiary.
Three of the judges dissented. At that
point, the case had minor significance.
It was merely another application of
the Court Holding Company case. Ac
tually, it was almost directly contrary
to a decision in the Williams case where
almost exactly the same set of facts were
involved and the Court there held that
the sale was made by the stockholder.
In any event, in developing the doctrine
of the Court Holding case, the majority
of the Court felt that Court Holding
was applicable to this situation.
At this point, the taxpayer appealed
to the 2nd Circuit, and it was in con
nection with the opinions of the 2nd
Circuit that the case achieved prom
inence. The 2nd Circuit shot three
bolts at this case. The first was a rather
impotent bolt, but it was inspired by
what I should say was an untimely dis
play of independence. The second was
a bolt that had considerable power but
was entirely misdirected; and the third
was an oblique recantation of the first
two which merely, confounded the con
fusion.
Just to go over these three points in
the 2nd Circuit opinion on the ques
tion of whether the Court Holding doc
trine was applicable to this set of facts,
the 2nd Circuit said that the facts
showed that the intention of the parties
in this transaction throughout was to
have the stockholder, the parent, sell
the vessel, and that the sub had not
sold the vessel within the purview of
the Court case. Therefore, the Court
said that the lower court was wrong,
but because of the restrictions imposed
upon them by the Dobson case, their
independent judgment could not be
asserted here.
Of course, at this point, there could

be a variation of opinion, and the Cir
cuit Court was entitled to its inter
pretation of the close set of facts. It
was in the second and third step that
we had our difficulty.
We had all assumed all along in the
reading of Section 112 b6 that you
could safely liquidate a subsidiary and
sell out its property, have the parent
sell out its property. Under the basis
provision, the parent takes the basis
of the subsidiary and can sell the prop
erty at that basis and compute its gain
or loss on that basis.
There were two steps in the reasoning
of the 2nd Circuit on this second issue
involved. The Court said that 112 b6
cannot be applied in the case where
the intention of the parent is to sell
out the assets of the subsidiary, that the
purpose of the statute was to permit
the continuation of the business of the
subsidiary in the parent, but here,
where there was a preconceived plan
for the parent to sell the property of
the subsidiary, 112 b6 was inapplicable.
At this point, there are some argu
ments to be made for the position, but
I think there are more against it. In
the first place, the Treasury Depart
ment never advanced the argument. In
the second place, there is no indica
tion in the legislative history looked up
that that was the intent of Congress. In
the third place, that analysis was di
rectly contrary to a 6th Circuit decision.
In that case, we had exactly the same
situation except that the subsidiary first
sold all of its property and distributed
cash in liquidation to the parent. That,
the 6th Circuit held, was proper under
112 b6. Of course, if that was proper
under 112 b6, this situation was proper
under 112 b6.
Finally, that reasoning of the 2nd
Circuit threw into doubt a great num
ber of situations that were formerly
never in doubt. That is a minor part
of the case, despite the fact that you can
argue it. It was the next step in the case
that made this Fairfield case the sig
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nificant case that it was for a short pe
riod of time.
The Court held that in a 112 b6 sit
uation, or a superficial 112 b6 situation
where the statute is not applicable, the
subsidiary realized a gain. It was quite
obvious as to why the Court was doing
this. In order to prevent this so-called
tax plan from backfiring, the gain had
to be taxed to the sub because the sub
didn’t have an offsetting loss, and I
think that the Court might have been
prompted here not so much with the
application of the statute as with the
wisdom of the statute.
In any event, the point is that 112 b6
is never concerned with the subsidiary’s
tax because the law has always been,
and the regulations say so specifically,
that any corporation has a right to dis
tribute its property in liquidation, no
matter how it has depreciated or ap
preciated in value, without realizing
gain or loss. So, independently of the
statute, the Fairfield Steamship Com
pany case as the subsidiary company
could not have realized gain or loss
here.
The third step in this case was the
addendum written by the Circuit Court
about six weeks after the original opin
ion was handed down. I believe that
the court realized that it had made a
great blunder in the interpretation of
112 b6. It is unfortunate that the Court
did not expressly retract its opinion and
did what it decided to do in an oblique
sort of way creating even more confu
sion, because what the Court said was
this: It started out by saying that their
original opinion was elliptical and
therefore may create confusion. I have
to interpolate one additional fact. In
the facts, it appeared that some of the
property of the subsidiary was finally
distributed three or four months after
the distribution of the ship in liqui
dation. The Court said in its adden
dum that the parent was operating
and holding this property as the trus
tee or receiver for the subsidiary. Of

course, that was perfect nonsense. The
parent had received this property as a
stockholder, not as a trustee, and not
as a receiver of the corporation in liqui
dation.
I say that this case had only short
lived significance because in a recently
decided case, two or three weeks ago,
the Campo Winery case, the Tax Court
had to interpret the Fairfield Steamship
case, and I merely can say this: It drew
the curtain of charity over the whole
incident by relegating the Fairfield
Steamship case to a footnote.
Partnerships
Mr. Lasser: Mr. Thurston, when are
we going to get out of the partnership
mess, and when do we see clearly the
pattern and the rules?
Mr. Thurston: That is quite an as
signment to cover here in the few mo
ments Mr. Lasser will permit.
The regrettable feature of the Su
preme Court’s decisions in the Lusthaus
and Tower cases is not the immediate
effect upon taxes but rather the destruc
tive effect upon our fundamental no
tions of property rights. Had these cases
been approached with due regard to
the property rights involved, the hus
bands would not have been taxable
upon the income attributable to the
capital interests owned by the wives,
yet the wives would not have been per
mitted to be taxed upon income at
tributable to the services rendered by
the husbands.
Perhaps such a result may still be
obtained if a clear-cut case can be pre
sented. But it begins to look as though
the situation will be corrected only by
remedial legislation which has been nec
essary in so many tax questions in
recent years since our courts changed
from the long-standing principle that
“in tax matters doubt should be re
solved against the sovereign and in
favor of the taxpayer” to one which
seems to be something like the following:
“if there is any possible doubt, it is to
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be resolved against the taxpayer.”
Previously it had become established
that an assignment of personal earnings
does not relieve the assigner from in
come tax upon such earnings. Like
wise, it had become settled that an
assignment of investment income with
out transfer of the investment principal
leaves the owner of the principal tax
able upon the income therefrom. The
recent decisions in family partnership
cases require the assignor of a partner
ship capital interest, under circum
stances not yet well defined, to be
taxable upon the income thereafter
derived from the transferred property.
The problem could have been re
solved soundly and equitably by requir
ing a proper allocation of the net profits
between capital and partners’ compen
sation, with no part of the compensation
element being taxable to others than
those earning the compensation and the
income attributable to capital being
taxed ratably to the owners of the cap
ital. This would involve the same sort
of problem that is applied regularly in
determining reasonable salaries of cor
poration officers. The point is almost
stated, but totally disregarded, in the
concurring opinion by Judge Mellott in
the case of Thorrez v. Commissioner,
5 T.C. 60, at page 76, that:

for the purpose of determining the
reasonableness of salaries for the same
four individuals and note how nimbly
the court would change his opinion to
hold that much less than all of the net
earnings were attributable to the
“labor, skill, and industry” of the same
persons.
This distinction between compensa
tion for services and compensation for
capital investment was reflected, but
without avail, by Mr. Justice Reed in
his dissenting opinion in the Lusthaus
case in the following language:

“But, while a taxpayer may assign
capital to members of his family and
permit them to have its fruits, he may
not, through that guise, assign to them,
tax free, the income resulting from his
own labor, skill, and industry.”
The opinion must have been that the
net earnings of $178,000 were attrib
utable entirely to the “labor, skill, and
industry” of the four active partners
and that none was attributable to the
capital of more than $100,000 employed
in the business, part of which capital
was owned by the wife of an active
partner. It would be interesting to
have the same judge give consideration
to the same business as a corporation

“From first to last, the record shows a
controversy as to whether the business
is a valid partnership under the tax
laws. The issue never has been whether
Mr. Lusthaus failed to return his per
sonal earnings for taxation. There was
no effort on the part of the Commis
sioner to tax him upon a part or all of
the partnership earnings as personal
compensation which he had earned in
dividually but assigned to the partner
ship for collection or which he had
earned individually but caused to be
paid to a fictitious partnership. While
the Tax Court pointed out that the
income resulted in part from petition
er’s managerial ability, it also recognized
that the capital contributed to the earn
ings. 3 T.C. at 543. The Tax Court
thought that the wife acquired ‘no
separate interest of her own by turning
back to petitioner the $50,000’ which
had been given her conditionally and
for that specific purpose. Why it
thought the wife did not become an
owner in the partnership business, the
Tax Court does not explain. The
Court’s opinion does not turn upon
any issue which is connected with the
value of Mr. Lusthaus’ services and we
mention it only for the purpose of
focusing attention upon what seems to
us the Court’s error. If the case was
in the posture of a tax claim against
Mr. Lusthaus based upon his failure to
account for income actually earned by
him but paid to his wife, an entirely
different issue would be presented.”
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theory, a family member who is not
active in the business must be able to
show that his capital interest originated
from some source other than the hus
band or parent, as the case may be.
This question presents itself in numer
ous forms. Suppose a wife has received
a substantial gift of property from her
husband, and from savings from the
income thereafter received from such
gift property, invested in a business
with her husband as the active partner.
Undoubtedly, this constitutes a con
tribution of capital by the wife from a
source not originating with her hus
band for the purpose of this tax prob
lem. The question is closely similar to
the problem which arises under the
estate tax with respect to jointly owned
property which passes to the survivor.
The survivor must show a contribution
to the purchase price to avoid having
the entire value of the property taxed
to the estate of the first to die. In that
problem, it appears to be well settled
that a contribution to the purchase
price out of income from property
acquired by gift from the decedent is to
be recognized as the separate contribu
tion of the survivor.
In efforts to bolster a conclusion
which is patently unsound, there has
been injected a curious theory that
where there is an inactive family part
ner who acquired his interest by gift
from the active partner, the partners
are not really “carrying on business in
partnership.” This theory appears to
have been adopted with total disregard
of the fact that in most states the inac
tive partner’s capital outside as well as
within the business is fully at risk in
the business.
Section 3797 of the IRC does not
define the word “partnership” but
states that it “includes a syndicate,
group, pool, joint venture, or other un
incorporated organization, through or
by means of which any business, finan
cial operation, or venture is carried on.”
This matter of “carrying on business”

appears to concern the courts unduly.
In the Tower case, the Supreme Court,
speaking through Mr. Justice Black,
said:

“A partnership is generally said to be
created when persons join together
their money, goods, labor, or skill for
the purpose of carrying on a trade, pro
fession, or business and when there is
community of interest in the profits
and losses. When the existence of an
alleged partnership arrangement is
challenged by outsiders, the question
arises whether the partners really and
truly intended to join together for the
purpose of carrying on business and
sharing in the profits or losses or both.
And their intention in this respect is
a question of fact, to be determined
from testimony disclosed by their agree
ment, considered as a whole, and by
‘their conduct in execution of its
provisions.’ ”
In the Thorrez case, Judge Mellott
in his concurring opinion argues that
“The question always is: ‘Were the
individuals actually engaged in carry
ing on business in partnership?’ ”
Here again Mr. Justice Reed’s dissent
in the Lusthaus case comments on the
question of intention to carry on busi
ness in partnership in clear and sound
language. He says:

“Congress taxes partnership income
to the partners distributively. It has
defined partnership to the extent shown
below. The term ‘partnership’ as used
in Section 182, Internal Revenue Code,
means ordinary partnerships. BurkWaggoner Assn. v. Hopkins, 269 U. S.
110, 113 (1 USTC Par. 143). When two
or more people contribute property or
services to an enterprise and agree to
share the proceeds, they are partners.
The Court says, Tower opinion, slip
pages 4 and 5, that ‘When the existence
of an alleged partnership arrangement
is challenged by outsiders, the question
arises whether the partners really and
truly intended to join together for the
purpose of carrying on business and
sharing in the profits or losses or both.’
The suggestion seems to be that an
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inference of intention entirely contrary apparent example of the trend toward
to all the primary facts may be deduced increasing power of the sovereign over
at will and without challenge by the the citizen.
Tax Court. People intend the conse
quences of their acts. When all the
Inventory Costs
necessary elements of a valid partner
M
r. Lasser: This question is ad
ship exist and no evidence is produced
which points the other way, an inten dressed to Mr. Seidman. The Treasury
tion to be partners must follow. Lind has indicated that inventory costs may
ley, Partnership (10th Ed.) 44. This not include a great many ordinary and
situation exists in this and the Tower necessary expenses—but only the char
case. The purpose to reduce taxes on acter of items like material and labor,
family income certainly is not evidence the deduction for which is not manda
of intention not to form a partnership.” tory. What is your reaction to that
The view has been expressed that statement?
Mr. Seidman: A ruling on that was
the strict decisions in the family part
nership cases cannot be reconciled with made about a year ago. To me, it is
the procedure which applies in the one of the most extraordinary rules
community property states where earn from any standpoint. In the first place,
ings of the same character, as well as I don’t know of anything that has as
investment and salary income, are wide an application as that ruling.
divisible between husband and wife. I Second, because it has such a wide ap
have the impression that this difference plication, I am astounded to find it is
in result reflects the trend, which is so merely a ruling. Third, from the
evident in many ways, of increasing standpoint of general awareness on the
ioners and taxpayers
dominance of government over the part of tax practit
citizen. In the community property generally, I find it is almost nil.
states the rights of husband and wife Fourth, in terms of tax possibilities,
over their earnings are established by both saving and additional taxes, it is
the sovereign, the state. It may be tremendous; and fifth, I see so very
that the federal government’s recogni little occasion actually to apply it
tion of such rights is for the reason that either by the Treasury or by taxpayers.
This ruling in effect says this: All
they are established by the sovereign
instead of by the citizen. In other states items that are deductible as ordinary
where the right of husband and wife and necessary expenses as distinguished
to form a partnership is recognized, but say from the cost of the product, the
where the action is one established by thing that we as accountants refer to
the act of the citizen, husband and as the prime cost, like material and
wife, the federal government insists labor, are required deductions under
upon an entirely different tax effect. In the law and deductible in the year in
the case of a family partnership there which they are occurred and are not to
is no sensible difference in the rights of be included in the determination of
the parties as between themselves, ex inventory costs.
Some of you may recognize that that
cepting that in the one case the rights
are dictated by the sovereign, while in is just the opposite of the position that
the other they represent the voluntary I took in terms of accounting as to the
agreement of the parties under the inclusion of administrative expenses in
authority of the sovereign. Thus, the inventory in the article in The Journal
divisibility of income in the community of Accountancy not so long ago. This
property states and the non-divisibility goes to the other extreme. Peculiarly
of income from certain types of part enough, the ruling is geared to set the
nerships in other states present an decisions of the Tax Court, and I sup194
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pose we should have had a premoni point. I think it is as erroneous as can
tion that this ruling from the Tax be, but there it is, and I think that all
Court made possible the ultimate rul of us will have the opportunity or face
ing by the Treasury.
the discomfort of contending with it.
In the Tax Court, the Court had
East Texas Motor Freight Case
held, for example, that payroll taxes,
Mr. Lasser: Mr. Bierman—you were
social security taxes generally, import
duties, were all deductible in the year counsel for the government in the re
in which they were incurred and were cent East Texas Motor Freight case. As
not to be included as part of the cost I recall it, you did not win for the
of inventory. Then comes this ruling government. But, at any rate, you are
and deals with questions like repair, on our side now. It is suggested that
amortization, taxes generally, and winds you tell us what in the East Texas
up with a conclusion that all items that Motor Freight case is to the advantage
are deductible under the law are re of the taxpayer.
Mr. Bierman: The case was handed
quired deductions under the law and
down after I left the government. I
cannot, in effect, be inventory.
Now, you can see the tremendous pos am not sure that I lost the case for the
sibilities of that ruling. In the first government or won it for the taxpayer.
place, if it is applied to the inventory Briefly, the facts were that the taxpayer
at the end of this year, there is an was a motor carrier of general com
immediate reduction in the size of the modities in the great State of Texas.
inventory, or the dollar amount of the Until 1938, it operated purely intra
state. From that time on, it acquired
inventory.
I assume that if it were applied at routes from Texas to Memphis and up
the end of the year, it would be carried to St. Louis. At the trial, the taxpayer
back by the Treasury Department to the introduced the testimony of three wit
beginning of the year, and then so on nesses, its own president and the presi
right back down the line until the dent of two other motor carriers in the
statute of limitations would call a halt same area. Both of these other carriers
to it.
had Section 722 cases, one of whom was
But, in the meanwhile, it can cause a represented by the counsel who tried
tremendous reshifting in the amount of my case, and the other by another
income over the years that are open, counsel.
These experts all testified that if the
with the result that they may be either
additional assessments or refunds, de taxpayer had been in business with its
changes two years before it made the
pending upon which way it cuts.
I am not too sure that the Treasury changes, its net income would have
meant quite what it said. The ruling varied from 200 to 300 per cent greater
is rather cryptic. It is one sentence. than it was by the end of its base
It says that items of deduction under period. The government argued that
Section 23 of ordinary, necessary ex the taxpayer was not entitled to relief
penses are not to be inventory. I for three reasons: First, because the
Imagine it will get down to some factor claim which the taxpayer had filed
in cost accounting in terms of expenses had a reconstruction clause which was
that are incident to, and necessary for, based completely upon possible 1939
the production of a product as distin events which the government thought
guished from the general indirect was precluded by the statute; second,
because the evidence of these so-called
expenses.
To me, the ruling does have pro witnesses did not have sufficient proba
found significance from a tax stand tive value to support a finding of relief
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under 722; arid third, because the
taxpayer’s actual credit was in effect
its last base year’s income. Since that
included a certain amount of abnormal,
non-recurring income, since it was not
diminished by the development up to
that time, and since it was a fiscal year
income which reflected the good months
of 1940, the government contended
there was no previous determination by
the taxpayer.
The Tax Court ignored the govern
ment’s arguments, ignored the taxpay
er’s witnesses and said that on the
basis of all the evidence, the taxpayer
was entitled to a credit of approxi
mately fifty per cent more than it had
in its last base-period year.
Now, the case stands like this and
presumably came to you for these
points: In the first place, although it
does not appear in the decision, the
Tax Court did not exclude from evi
dence additional facts which were not
presented to the Commissioner in its
claim, and those facts related to the
qualifying events, that is, the physical
changes in the taxpayer’s business, and
also related to a completely different
reconstruction of normal earnings.
The taxpayer abandoned the recon
struction which it presented to the
Commissioner in its claim. Thus it
now appears that although the earlier
opinions seem to indicate otherwise, the
Tax Court is willing to grant what
looks like a trial de novo. In view of
the fact that subsequent cases will be
considered by the new fifteen-man panel
headed by Mr. Hamel, we will have to
wait and see what happens.
In the second place, we must all now
consider the use of opinion evidence,
and the answers to hypothetical ques
tions by experts as a very important
means of proving Section 722 cases. It
is open to some doubt as to whether the
Tax Court will accept the actual dollar
figures or the actual percentage figures
which the experts testified to, but at
any rate, it did not toss out the experts’

evidence in this case, although the gov
ernment, and that was me, argued
vociferously to have it tossed out.
A problem that has bothered all of
us, the government and taxpayers, in
Section 722 cases was how to apply the
so-called “push-back rule.” The statute
said that if you hadn’t reached the level
of earnings at the end of the base period
had you started two years earlier, you
used the “push-back.” In this case, the
Court found the rule simple to apply.
The taxpayer had had only two years
of operation with one of its new routes
and one year with another route.
The experts testified that it took
from three to four years for a normal
carrier to reach normal earnings after
it acquired new routes. Therefore, the
Tax Court said that since it had had
only two years, it applied the “pushback.” That throws a considerable
burden on the government in the future
in overcoming the taxpayer’s case,
especially when he makes out a prima
facie case by the use of experts.
The Tax Court seemed to uphold the
regulations which said that the growth
formula was not applicable, but you
will find in the opinion that the tax
payer did not ask for the growth for
mula; therefore, it is not possible now
to determine whether the Tax Court
really meant to uphold the regulations
or whether its decision was based on
waiver by the taxpayer. Consequently,
in the future, you should ask for the
use of the growth formula, not only
before the Excess Profits Tax Council,
but before the Tax Court. There are
many important points that can be
gotten from the case.
For example, the Tax Court did not
apply the so-called variable credit rule,
which the regulations and the late
lamented Bulletin seemed to require.
These pointers can and should be seen
through an examination of the case.

196

Stock Option Cases
Mr. Lasser: Mr. Mills, a group of
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questions was directed to you asking
for the present status of the stock op
tion cases and rulings.
Mr. Mills: To be quite specific
about it, in talking about the question
of stock options granted by an em
ployer to an employee, the present
status is one of considerable confusion.
Until recently, under the applicable
court decision and under regulations
which had acquired considerable force
by having the pertinent legislation re
enacted, the picture seemed rather
clear. There were two situations which
required different tax answers.
If the options were in the nature of
a compensation, you had a deduction
to the employer and a taxable income
to the employee when the options were
exercised, but if the options were not
compensatory, you had another picture.
A few months ago, the Treasury
amended the regulations to provide
that if there was an excess of fair mar
ket value over the options, by defini
tion the options were compensatory in
nature, which seems rather confusing.
As a result I think we can make one
or two observations. One is, if in fact
the option is not compensatory and you
can so demonstrate, I do not believe
the statement in the regulations will
hold.
The second observation I might make
is that even under the new regulations,
there is considerable latitude or con
trol on the part of the employee as
to when he will pay the tax on the in
come, if any, because he will not pay
it until he exercises the option, and I
suppose in some cases where there is
some control, the employee might con
sider the situation of the corporation.
The third point that might be of
interest would concern the question of
the reasonableness of the compensa
tion. It seems to me that if there is an
argument on it as to the amount of
compensation which is reasonably
allowable, and there is an option in
that year but the option has not been

exercised, that cannot very well be
taken as a factor in the argument. If
the option is later exercised, it would
seem to me good sense that the reason
able question for the compensation
would require consideration of the
services rendered by the employee over
the whole period, not just in the year
of exercise or in the year of granting
the option.
Technical Problems in Lustig Case
Mr. Lasser: I have indicated that
Professor Wallace at one time ran the
criminal section in the Department of
Justice. We indicated to him that we
were going to put him on the spot by
asking him to talk for five minutes on
the technical problems raised by the
Lustig case in New York.
Professor Wallace: The basic ques
tions in the Lustig case were whether
Mr. Lustig and his co-defendants in a
criminal proceeding succeeded in mak
ing a voluntary disclosure of a sub
stantial and deliberate understatement
of net income, and if they did, whether
that constituted a legal defense in the
criminal proceedings.
The defendant was a prominent New
York businessman, an operator of a
chain of restaurants and interested in
other corporations, and there was an
extraordinarily large understatement of
income resulting in underpayment of
taxes running into some millions of
dollars. Mr. Lustig, after trial, was
convicted and sentenced to four years
in prison with a fine to boot, with
lesser sentences for his co-defendants. I
assume there will be an appeal.
There was no serious effort on the
part of the defendants to question at
the trial whether the income was un
derstated or whether it was deliberately
understated. While there was no con
fession, the government evidence on
those points was quite overwhelming.
The only defense they had was the
point that had to do with the alleged
voluntary disclosure. The defendants
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had considerable difficulty in establish nounced. I have some question as to
ing that there was a voluntary disclo how widely it was known, but certainly
sure, which means in a word an accu the better informed attorneys knew
rate and complete statement as to the of it.
correct income made prior to the ini
So, they start off with the existence
tiation of the investigation which led to of the policy and the general knowledge
the prosecution.
of its existence, and they say—this is
I say the defendants had considerable the defendant speaking—"If in that sit
difficulty establishing that. I will as uation a taxpayer who has deliberately
sume for the moment that they did understated his income makes a disclo
prove it, which is very doubtful, and sure of his correct income by amended
speak briefly of the theory which the return, he has thereby accepted an offer
defendents’ attorney, or principal at by the Commissioner and the Secretary
torney, relied upon.
of the Treasury to compromise the mat
You all know, no doubt, that the ter, and the compromise involves an
Commissioner of Internal Revenue and acceptance of the additional amount of
the Secretary of the Treasury have tax proposed to be paid on the
power under the Internal Revenue amended return, which takes care of
Code to compromise any civil or crim the civil liability and, presumably,
inal liability, a power which is not in fraud penalties, and criminal liability
frequently exercised either by the Com goes out of the window. That is part
missioner and the Secretary or, after of the compromise.
a criminal case gets over into the De
A further incidental point in the
partment of Justice, by the Attorney case, which perhaps sounds a bit more
General who also has such power under attractive is this: By following such a
the Internal Revenue Code.
policy to the general knowledge of tax
There was no formal compromise in payers and on the basis of obtaining
the Lustig case, but the defendants said all of the books and records in the
there was the substance of a compro Lustig case, which helped to establish
mise in the following respect: There that there was a wilful attempt to
has been an established policy running evade income taxes, the government by
over a period of some years which, as fraud and deceit deprived the defen
all of you know, has recently been an dants of their privilege or defeated the
nounced publicly on a number of oc privilege of the defendants against self
casions by the Commissioner and the incrimination under the fifth amend
Secretary of the Treasury, not to prose ment. They had submitted their books
cute taxpayers who, although they have and records in reliance upon the fact
deliberately understated their income that there would not be any prosecu
in their original returns, have subse tion if they did it in time.
quently repented or something, and by
Those, briefly, were the principal
amended return, or otherwise, disclosed legal points of the defendants. I do not
their correct income before an inves know whether you ever thought of
them much or not. When they were
tigation has started.
The defendant’s notion or theory was first presented to me, I thought they
that the policy of not prosecuting peo were pretty foolish. Certainly, you or
ple who made such a voluntary dis dinarily think of a compromise as be
closure has been well established and ing something that is embodied in a
was well known to the members of the formal document. The taxpayer would
bar. It was an established policy. Of write a letter and say this and this, or
that I have no doubt, even though it he would file a form used for that pur
has rather recently only been an pose offering to pay so much in full
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settlement of all civil and criminal lia
bility and the proper signatures appear
on it and so forth.
Yet, the statute does not say explicitly
that there must be any single formal
writing. It just talks about a compro
mise which must be approved by the
Commissioner and the Secretary, and
so, I do not now think that the defen
dant’s contention was ridiculous ex
actly, and it at least served the strategic
purpose of enabling the defendant’s
attorney to get in evidence before the
jury all of the stuff having to do with
the alleged voluntary disclosure, which
perhaps was its principal purpose.
I will add, without further discus
sion, that I do not think the point is
sound as made by the defendant, and
I do not think it will ultimately be
sustained, and what that brings us to
is this: There is no legal defense in a
criminal prosecution available to a tax
payer who has made a voluntary dis
closure in reliance upon the now wellknown and well-publicized policy of
the Treasury not to prosecute where
such a disclosure is made. That troubles
some people. It does not trouble me.
I think that what you have there is
simply the announcement of an admin
istrative policy, and if you really make
a voluntary disclosure, for my part, I
think the Treasury can be relied upon
not to recommend prosecution.
The real problem comes in some
cases where there is doubt as to whether
there was a voluntary disclosure, and
that is a long story.

Section 102
Mr. Lasser: Many of our questions
concern Section 102. I have turned
them over to Mark Richardson and
asked him to answer all of them.
Mr. Richardson: The serious ques
tion that we have all had is this: Is
there going to be more looking at divi
dend policies? Is there going to be
stricter enforcement of the penalty pro
visions? The question has been pre

sented to the Treasury many times at
different conferences by various bodies.
Consistently they have said, “No, we
have no intention of doing anything
different than what we have done be
fore.’’ But I understand from a cus
tomarily reliable source that it has
been tentatively decided upon to put
in the tax return this year, “Did you
declare seventy per cent of your net
earnings after taxes in dividends?” and
“If the answer to that is no, why?”
I think we have a much more seri
ous problem in 102 than we have had
for a long time. I could spend a lot of
time going down all the defenses against
the imposition of 102, the needs for
funds and how to build up cases. We
have been through that so many times
that I do not think much would be
accomplished, but I would like to point
out just one major consideration.
When you are talking about the rea
sons why you have not distributed earn
ings, don’t try to give the Treasury, or
the Court, the plans of what you
thought you might do—when you got
around to making up your mind—with
the money that you kept. And cer
tainly, do give them some good, con
crete, decided-upon plans. Surely, so far
as the small business is concerned, the
facts of present economy still indicate
the need of funds as far as replacement,
as far as probable inventory problems.
They are just as alive as they were be
fore and during the war.
As far as the large corporation is con
cerned, which has suffered terribly from
war production and has been renegoti
ated out of what was left after that,
and still, somehow or other, has several
million dollars more than it started the
war with, I’m afraid its problem is a
lot more serious than that of the small
businessman. It had better think about
the answer to that question on the tax
return.
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Mr. Lasser: Weston Vernon has
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agreed to discuss for us the kind of loss
we have on the sale of a rented resi
dence.
Mr. Vernon: I think the problem
raised by this question is exemplified
by the Hazard case. He was a lawyer
practicing in St. Louis. He was offered
a job in Pittsburgh as general counsel
for a company, so he moved over to
Pittsburgh and was admitted to prac
tice before the courts in Pittsburgh.
Some three years later, he sold a resi
dence which he had formerly occupied
in St. Louis, and which had been rented
out during the period he had been
away and had been listed with a real
estate agent for sale.
Mr. Hazard, when he took his loss,
in a case arising after the 1942 Act,
claimed that it was an ordinary loss
on the sale of the residence, because
he was engaged in the real estate bus
iness in St. Louis while he was prac
ticing law in Pittsburgh. That was the
substance of his contention. The Com
missioner, of course, disallowed that
loss as an ordinary loss and contended
it should be capital on the ground that
the property was not used in the trader
business, and therefore, should not be
excluded from the definition of a cap
ital asset.
The Tax Court held, although this
was the only piece of real estate that
the taxpayer owned, although he was
not in the city where he was supposed
to be in the real estate business, it was
an ordinary loss and should be deduc
tible in full. It went back, no doubt,
to a long series of precedents—back, I
think, as early as 1914 when under one
of the very first decisions put out on
the income tax law, expenses were al
lowed in connection with rental prop
erty which had been formerly occupied
as a residence. This went down to the
old Higgins case, in which the Bureau
questioned the right of the taxpayer
to deduct business expenses for manag
ing his securities, but admitted in that
same case that the taxpayer’s expenses

for the management of real property
(although it was largely done through
an agent), nevertheless constituted bus
iness expenses which were deductible
under a statute which allowed only
business expenses.
You will recall the bulletin which
refers to depreciation deductions that
may be allowed on a converted resi
dence. It indicates that a taxpayer may
be treated as engaged in trade or busi
ness where he converts his residence
into rental property. Also, I think in
connection with the 1936 Act, the treat
ment of non-resident alien income in
dicated that the non-resident who has
owned property here and converted it
and rents it out was engaged in a bus
iness. Also the recent treaty with Great
Britain says approximately the follow
ing: A Britisher non-resident who owns
real estate may elect to have it treated
as in trade or business here.
Most significant of all in the mind
of the Tax Court was the fact that the
Commissioner in the Fackler case some
years ago had attempted to tax the gain
to Mr. Fackler on the sale of an es
tablishment that he had operated as
ordinary gain. The Commissioner had
found that it was property, and it was
contended that he, an attorney, was
engaged in handling of property and
using only a few hours a month in the
management of real estate, so was en
gaged in the real estate business. The
Commissioner won that case, and it
again was taxable as ordinary gain.
The taxpayer appealed, and the Com
missioner was still successful.
Replying on that precedent, the Tax
Court found in the Hazard case that
the loss was deductible as an ordinary
loss. If a client had asked you in the
last few days whether he would be en
titled to an ordinary loss on that type
of transaction, I think you would be
fair in having said yes. The thought
would be that you are entitled to it by
precedent and principle. But you are
going to have to fight to get it That
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arises out of the fact that the Bureau
some years ago sent to the Collector
and its agents an unpublished mimeo
graph which resulted, at least, in the
disallowance of all of these losses as
ordinary losses.
Some of us have been arguing, and
urging, and hanging on every coat tail
we could find in Washington, that the
Bureau reconsider its position; I have
every hope and belief that the Bureau
will, in the light of the precedent in
side the Bureau, reconsider its position
and allow these losses as ordinary losses.
Appealing Cases
Mr. Lasser: Many of our questions
contained an effort to find advice as
to where to appeal cases today. We
asked Ewing Everett to discuss the
question, “Shall we go to the Tax
Court and then on to the Circuits, or
shall we today, in the light of recent
decisions, go directly to the District
Court?”
Mr. Everett: If I may plagiarize
from the decision in the Fairfield Steam
ship Company case, I might entitle my
three minutes, “The eliptical epilogue
of the Dobson decision.” I do not know
what that means, but nobody knows
what the Dobson case means.
The Dobson case was decided less
than three years ago and has been cited
on over three hundred opinions. Mr.
Justice Jackson stated in substance that
the Tax Court is so well qualified to
deal with tax problems and so likely
to get the right answers, we would not
question things that are quasi-factual
in character.
Now comes one case in the Second
Circuit which further extends or mys
tifies the Dobson decision. In it the
Court affirmed a decision of the Tax
Court against the taxpayer, but stated
that it disagreed with the conclusions
of the Tax Court.
The case stated conclusions as to the
meaning of the Dobson decision. It
held that the Appellate Court should

not review or reverse a decision of the
Tax Court unless two factors existed:
One, a naked question of law, and two,
that the decision of the Tax Court
was indubitably wrong. Apparently,
even a fig-leaf of fact upon an other
wise naked question of law would pre
vent review in cases of this particular
character. The Court likes its statutes
completely nude.
The Court also stated that if the case
had come from the District Court, they
would have had no alternative but to
reverse. They would have arrived at
another conclusion had the case come
from a District Court. In view of this
fact, it would seem that a great many
more cases would go up through the
District Courts than through the Tax
Court.
However, there are other considera
tions which would still give the Tax
Court a large volume of litigation. In
the first place, you have to pay the de
ficiency first and then file your claim
for refund. Furthermore, the burden
of proof, while heavy in the Tax Court,
is in some cases even heavier on a suit
for refund.
Again, there is the psychological
question of compromise. So many of
these cases, as we all know, after they
are in the Tax Court, are compro
mised. There is a psychological dif
ference between compromising the
deficiencies and then getting the gov
ernment to pay back to you something
that you have already paid them.
So, in spite of the Dobson case, and
in spite of the language in the Second
Circuit decision, the Tax Court will
still run at maximum capacity and
from time to time it could also be said
that the Court of Claims also ran.

Definition of Corporate Business
Purposes
Mr. Lasser: One of the serious prob
lems that has arisen in the last year
concerns the decisions of the Adams
and the Bazley cases. We asked Mr.
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Maloney to take the host of questions
on those.
Mr. Maloney: These two cases in
volve refining of the definition of cor
porate business purposes, which are
familiar to all of us ever since the
Gregory case some years ago. I think
a good many people felt they knew
what a corporate business purpose
meant, or, at least, they were very fear
ful of the implications of such a doc
trine if it was extended beyond the
facts of the Gregory case.
These cases involved a somewhat fa
miliar situation: a small corporation
with very few stockholders, the capi
talization represented by one class of
stock and the large accumulated sur
plus. In that case, of course, there are
problems: For example, if the chief
stockholder should die, it may be nec
essary to sell control of the corporation
in order to pay the estate tax. Some
consideration along that line prompted
the corporations in these cases to go
through a recapitalization. They de
cided that they would exchange the
stock which they had held for new
common stock, differing in some re
spects, for bonds to be issued by the
corporation. ,
They obviously qualified under the
letter of the statute for a reorganiza
tion which would make the exchange
tax free. They thought they could qual
ify, as to the unwritten part of the
statute, as to business purpose, because
they pointed out that the stockholders
would be in a much better position
with the bonds. They would have a
class of security of higher grade than
stock; they would have part of their
interest in the corporation in a form
which could be sold without parting
with control. And as further induce
ment, they said that the corporation
would save taxes because it could de
duct interest on the bonds, and in one
of these cases they pointed out that they
would save state franchise taxes.
The Commissioner’s attack on this

transaction was purely that there was
not sufficient corporate business pur
pose, and the Court upheld that con
tention. The Court drew a sharp line
between a business purpose, which is
a purpose of the stockholders in their
personal capacity, but which is gen
uine, and a business purpose which is
concerned with the affairs of the cor
poration. The Court pointed out that
the reorganization sections were de
signed to enable the corporation to ar
range its affairs in case it got into fi
nancial difficulties or for some reason
which was peculiar to the corporation’s
business.
Of course, in the light of that type
of definition, these transactions had to
fall. No one can say that it would be
to the benefit of the corporation to
saddle itself with a large debt merely
because the interest would cut down
its taxes. The amount of the interest,
of course, would exceed the tax sav
ing. So, on that extension of the doc
trine of corporate business purpose, the
transaction was ruled not to be a re
organization. Up to that point, the tax
payers might have felt that they had
not done so badly. They had exchanged
stock for stock and bonds. If they were
not taxed, that would be a fine result.
If, at a later time, the bonds were
redeemed, there was no possibility that
that redemption would be a dividend,
while if they had merely held their
stock and had their stock redeemed, it
might have been treated as a dividend
under section 115 (g).
Unfortunately, however, the Court
went on from the proposition that there
was no recapitalization to say that that
transaction itself was in the nature of
a dividend. The taxpayers were not
faced, as they may have thought, with
the alternative between no tax and the
capital gains tax on a taxable trans
action. They ended up with the con
sequences of a taxable transaction—a
dividend on the amount of bonds dis
tributed to them.
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ago, of a taxpayer, or a group of tax
payers who asked for a ruling on a sit
uation on which they said they had
certain holdings they did not wish to
dispose of at that time. For vari
ous reasons it was desired that other
corporations in the group make short
sales of that particular security. If one
of the related corporations should
make short sales of that stock, and in
the event that the stock could not be
borrowed by the broker in the open
market, the broker should borrow the
securities from the corporation that
had them. If the transaction should be
closed in some later year, either in the
open market or by a sale to the shortselling company by the other company,
would that be treated as a short sale?
Stock Market Operations
That was the question for ruling.
Mr. Lasser: We gave Mr. Austin, the
The Bureau, after reciting all the
chairman of the tax committee, some facts that were involved, said that it
questions concerning present-day stock would be treated as a short sale just
market operations.
the way it was set up, provided that
Mr. Austin: One point started with (1) there was a business purpose to the
a question that someone had sent in transactions, and (2) that it was not
based upon a specific state of facts. Re merely for the purpose of avoiding
duced to simple terms, they involved taxes.
a wife who owned securities at a low
Of course, leaving apart the question
cost, apparently desiring to take advan of whether the transaction is all that
tage of market conditions, arranged a it purports to be or not, there are cer
setup whereby the husbands sells the tain obvious situations, some not so ob
stock short, and in order to deliver the vious, where distinct tax advantages
stock thus sold short, borrows the stock result from short-sale operations. Just
from the wife, and thereafter continues to recite some of the more frequent, I
to pay her the dividends on that stock, will tell you of these.
and the transaction is never closed.
Sometimes a taxpayer owns certain
Now, of course, there are a number securities and holds them in a box or
of provisions or situations in which with one broker, and has short sales
there are short sales of certain peculiar, consummated through another broker.
or even tax-avoiding effects. But they He can hold both ends of those trans
all assume that the transaction is what actions wide open until such time as he
it purports to be, and that is, really a chooses to close them. If in a later year
short sale. That particular situation he chooses to deliver the securities from
suffers on the face of it from the de the box to close a short-sale transac
ficiency that it is not real and would, tion, he may have accomplished one of
on any fair test, if there are no further two things, or both: Either to postpone
facts, be deemed to be lip service of the realization of any gain into a later
some form and not in real substance a year, or secondly, to convert what oth
short sale.
erwise would be a short-term gain into
I might add that I knew, a few years a long-term gain by extending the hold

Now, there is a very practical side of
the Court’s division. As I pointed out,
if the exchange had been tax free, the
taxpayers would have had a security
which could be redeemed by the cor
poration without fear of a dividend
tax. In that way, some of the accumu
lated earnings would have been passed
on to the stockholder without the cus
tomary imposition of a dividend tax.
The Court may have been aware, al
though it did not mention the fact, of
just that result which would come
about on the future redemption of the
bonds. Accordingly, they stepped in
and imposed the dividend tax at the
start of the transaction and the tax
payers lost out.
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ing period of the securities he had in
the box.
Now, certain less obvious results
sometimes come about. Suppose that
the taxpayer in this case who had the
securities in the box and has a short
sale consummated through another
broker holds the transaction open and
the market continues to go up. At a
later point he sells out the long posi
tion in the open market and realizes
an enhanced long-term gain and closes
the short sale by a covering purchase
in the open market.
The stock having gone up since the
short sale, there will be a loss in the
short-sale transaction which, by defini
tion, will be a short-term loss which
will be deductible in full against the
long-term gain, only half of which is
required to be included in income, and
you can see how that works out.
Finally, there is perhaps an interest
ing variant on that. Mr. A comes in to
you and says, “I have realized a short
term gain on certain securities. I had
to sell it to take advantage of condi
tions.” Now what? You tell him, we
will assume, if the market goes up that
maybe there is something you can do.
You go out with Broker A and buy a
thousand shares of U. S. Steel, and,
with Broker B, you sell a thousand
shares of U. S. Steel short, then wait
six months.
If the market has gone up in the
meantime, in an amount at least equiv
alent to the short-term gain we were
worried about in the first place, we find
by selling the long securities, U. S. Steel
in the open market, we realize a long
term capital gain, whereas we will have
realized at the same time an equiva
lent loss on the short sale which is
washed against the long-term gain re
alized in the first place, and all that
is left is a net long-term gain. A lot of
these things are perfectly good on pa
per and seem to be sustained by court
decisions which go so far as to say that
you can have a long and short posi

tion in the same stock in the same
brokerage account.
The difficulty, first, is that when you
carry a pitcher to the well too often,
it sometimes cracks. If the same tax
payer does it too often, it may begin
to look unreal. In the second place,
what is done too often sooner or later
attracts attention, such as family part
nerships, and you may expect that
something will be done about it.

Cycle Cases
Mr. Lasser: Mr. Hamel has a couple
of questions *
that he has consented to
answer at this time.
Mr. Charles D. Hamel: I have one
question which relates to the economic
studies that have been made and the
information contained therein with ref
erence to so-called cycle cases. The in
quiry is whether or not the information
or data should be shown to a claimant.
I do not see why he should not be
shown such information. So far as the
Excesss Profits Tax Council is con
cerned, it is going to take the position
that if there are any of these studies
that have been made on a sound basis
and the information therein is worth
anything at all, it ought to be able to
stand the scrutiny of the claimant. Our
whole position is this: Where claimants
are represented by reputable represen
tatives, and sound facts are presented
to them which affect their case and
which point out a weakness in their
case, they are going to admit them. It
is not necessary to hold information of
that kind within your grasp merely be
cause it has been compiled in the Bu
reau.
Of course, there is another angle to
this economic data. I do not think it
is applicable. If it is, I do not know
about it There are some of this eco
nomic data that cannot be revealed be
cause it may violate the provisions of
the statute with reference to revealing
information regarding some return.
There are some data which, if revealed,
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immediately indicate to a taxpayer, in
the same line of business perhaps, who
that taxpayer was, so that there are
some isolated cases of that kind.
By and large, if any of that data is
worth anything at all and has any evi
dence revalue in a case, I can see no
reason why it should not be shown. We
are trying to get that idea over to the
boys serving on these committees. We
want the cards put on the table, and
there is no reason why a taxpayer
should not know what facts the Bureau
may be relying upon that the taxpayer
might not have. It might help to close
the case and settle it.
The other question relates to the
negative attitude of agents—the psy
chology of agents, the question calls it.
It relates largely to the negative atti
tude of agents in cases in the past. It
has an aspect somewhat similar to what
I have just said. We want to settle these
cases. We want members of the Section
722 committees to cooperate to the full
est extent We do not want them to
assume a negative attitude.
If a case has any merit, let us find
out how much merit it has; if a refund
is involved, let us turn it over to
him. If a case has no merit, the weak
nesses should be pointed out, and in
many of those cases, in many instances,
I think taxpayers will recognize it.
These are situations that have grown
up over the years, and it is not easy
for us to overcome them overnight.
There are many situations which, I
think, many of you will appreciate, but
these cases are going to be considered
by three or four men in the revenue
agent’s office. And, among other things,
we have provided in our procedure that
we want the views of every man sitting
on a group of that kind.
If there is somebody sitting on one
of these committees who does not agree
with the majority, we want his views.
We want to know what he thinks about
the case. We are doing everything we
possibly can to remove that attitude.

We want to get a cooperative and help
ful attitude in the actual handling of
these cases. I hope that answers the
questions.

Administrative Procedure Act
Mr. Lasser: Mr. Surrey, are there
some of those questions that you would
like to answer for us?
Mr. Stanley S. Surrey: There are
one or two I will answer briefly. One
question relates to the Administrative
Procedure Act which recently went into
effect. That is a complicated Act gov
erning the procedure of all administra
tive agencies and executive departments
in the government. As you can realize,
an Act of that nature is bound to be
very complex.
Fortunately, a great many of its pro
visions do not apply to the tax field
because those provisions are designed
to regulate hearings held by adminis
trative agencies, hearings held by ex
aminers. The Treasury does not en
gage in such activities.
Also, the Act was designed to pro
vide as often as possible an appeal by
the citizen to the courts from action
of the administrative agencies. In the
tax field, such an appeal has been pro
vided, and consequently, the Act does
not apply in that respect. I think the
most important aspect of the Act as it
affects tax procedure is the requirement
that notice be given of proposed rules
to be adopted by the Bureau of Inter
nal Revenue and the Treasury Depart
ment.
Of course, the Treasury and the Bu
reau are still feeling their way under
the Act, but I think under that Act,
notice will be given of any proposed
regulation, notice being published in
the Federal Register. Under that no
tice, people will have thirty days within
which to submit briefs to the Commis
sioner of Internal Revenue giving their
views with respect to the proposed reg
ulation.
Now, I think that not every regula
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tion will probably be published. There
are a lot of unimportant regulations
that do not require any critical com
ment. There was one the other day
changing 1946 to 1947 in the War Loss
Provisions due to the extension of the
statute of limitations. That does not
require that all the great brains in the
country consider that for thirty days.
However, some of the other regula
tions, no doubt, will invite comment,
and all I suggest is that you act intel
ligently under the circumstances and
give comment where you think com
ment is necessary.
In addition, I know that a great
many of you all the time are saving
money for your clients, and saving
taxes for your clients. You have the
submerged feeling that you ought to
be doing something for the public.

Here is a chance to let that spirit come
out. When we give notice of a regu
lation, you might write in and say,
“This is a good regulation,” or “You
boys have overlooked something in this
regulation whereby the taxpayer gets
too great a break.”
We will keep the communication
confidential and will disclose it to your
clients as a whole. But I really think
there is an obligation upon informed
people in the field to seriously give the
government a break under this pro
cedure. If you do find that we have
made a mistake, I see no reason why
you should not inform the government
that a mistake was made in the regu
lation and that it does not operate
fairly as respects the government. I
think there is a responsibility on you,
and this is not a one-way street.
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